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Te contrast between American and European concepts of 
government is nowhere more strikingly reflected than in 
the divergent techniques of control over private financial 
activities. These differences are given great added significance by 
the citation of alleged European practice as a precedent for our 
federal securities acts,’ as well as by our recent scandals and sub- 
sequent quest for remedies. 

It is remarkable how the pattern of circumstances attending 
the imposition of regulation varies from country to country. This 
is well illustrated in the timing of legislative action. In the United 
States fear of “upsetting the boat” during prosperity confines 
progress in reform to times of adversity; reformers must strike 
while the political iron is hot. Major tightening of securities regu- 
lation thus occurs periodically in the wake of the public’s indigna- 
tion over its losses in our stock-market debacles. The appoint- 
ment of a commission in 1908 to determine the advisability of the 
state legislature’s “taking over” the New York Stock Exchange 
resulted from the previous year’s epochal panic. Two decades 
later the disasters suffered in the post-1929 collapse constituted 

* Cf. President Roosevelt’s message to Congress, March 28, 1933, recommending 
federal supervision over the sale of investment securities. 
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the high price which had to be paid by the community for the ini- 
tiation of federal securities regulation. Even the 1937-38 market 
recession—precipitating renewed public recrimination against the 
wickedness of short-selling and the stock exchange in general— 
occasioned a major extension of reform. 

In the European countries, on the other hand, reform does not 
depend on the course of prices or prosperity. The British Com- 
panies Act of 1929 was enacted during a long bull market. Con- 
versely, the London market’s 1937-38 fall of 25 per cent banished 
even the previous prospects for quite insignificant regulatory 
legislation. Notwithstanding the general approbation which had 
greeted the recommendations of the Departmental Commit- 
tee on Fixed Trusts, reported eighteen months previously, par- 
liamentary action thereon as well as a general revision of the 
Companies Act were indefinitely postponed.2 Even the former 
proponents of such regulation then felt that the intervening 
market recession had made the abuses “‘too academic”’ for further 
concern. At the same time Parliament rejected before a first 
reading a long-standing Labourite proposal for a national in- 
vestment board.’ Interference with stock exchange administra- 
tion, by imposition of a charter or otherwise, has remained a dead 
issue through both good and bad times. 

In France the timing of the financial reforms instituted succes- 
sively by Laval, Blum, Chautemps, and Daladier, has had no 
relevance to price movements; they represented carefully con- 
sidered attempts to tighten up the more obvious loopholes in the 
basic statutes of 1867. Changes in German regulation during the 
past decade have followed state philosophy rather than price 
movements. The Netherlends has remained severely uninterested 
in initiating securities regulation in the face of two severe market 
deflations since 1930. 

In America political exigencies make scandal and sensational 
exposition of malfeasance the sine qua non of the legislative im- 
position of major reforms. The circus-like proceedings before a 

2 Parliamentary Debates, House of Commons (5th ser., 1937), CCCXXX, 215- 
1227. 

3 Ibid., pp. 1235 and 1238. 
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Senate committee’s epochal stock-market inquiry of 1934, during 
which a press photographer tossed a midget on J. P. Morgan’s 
lap, may well be decried. Nevertheless, it must be appreciated 
that the subsequent constructive legislation and the establish- 
ment of the S.E.C. could not have gained the necessary congres- 
sional approval without Mr. Pecora’s colorful and skilful drama- 
tization of Wall Street abuses. Again in October, 1938, the 
S.E.C.’s release of its findings in the notorious Whitney scandal 
accompanied its definite imposition of drastic reform in the ad- 
ministration of the New York Stock Exchange. And the odious 
McKesson and Robbins revelations have made possible construc- 
tive reform in directorial and accounting practice. 

A far more statesman-like and deliberative atmosphere per- 
vades the legislative consideration of regulatory measures abroad. 
This follows fundamental differences in national political tradi- 
tion. The British parliament still functions largely as a private 
club with the traditional understanding of gentlemen that too 
troublesome opposition or radical demagoguery is “not cricket.” 
Quite characteristically, the 1929 revision of the Companies Act 
was preceded by four years of considered inquiry by the Greene 
Committee.* The chronology of the new sharepushing act’s’ leg- 
islative course exemplifies the usual legislative deliberation. The 
intention to eliminate fraudulent share-vending and commodity 
pools was announced in November, 1936,° and the Board of 
Trade’s committee of inquiry, appointed the following month, re- 
ported its recommendations in July, 1937. Nevertheless, a par- 
liamentary bill was not introduced until July, 1938, and it was 
only enacted April 28, 1939. 

The Economist has repeatedly complained of the procrastina- 
tion in effecting needed reforms. In 1936 it said: 


Some five years elapsed between the appointment of the Greene Com- 
mittee which last considered the state of British company law, and the com- 


‘Le., the Company Law Amendment Committee, officially appointed by the 
Board of Trade in 1925, popularly known as the Greene Committee after its chair- 
man, Sir Wilfred Greene, K.C. 

5 Prevention of Fraud (Investments) Act, 1939, 2 & 3 Geo. 6, c. 16. 

* Parliamentary Debates, House of Commons (November 10, 1936), p. 6. 
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ing into effect of its major recommendations. If a similar timetable is ap- 
plied to any future changes, investors may expect the next revision to date 
from 1943 or later.’ 


Two years later it sarcastically commented as follows: 


Apparently there will be legislation next year . . . . to protect the public 
against mushroom and soya bean propositions (and, presumably, against 
other misuses of the arithmetical and geometrical progression). Some day— 
but evidently not in the near future—there will be a committee to consider 
changes in the Companies Act. There will be no ad hoc fixed trust legislation. 
And a national investment board must await the Greek Kalends or a Labour 
Government with a complete majority, whichever is the earlier.* 

The recent French reforms were promulgated directly under 
the expert aegis of the finance ministry free of political considera- 
tions or even of public interest. 


NATIONAL DIFFERENCES IN REGULATORY PHILOSOPHY 

A “sophisticated” attitude asserting the impossibility of elim- 
inating risk from investment activities underlies regulatory phi- 
losophy abroad. A sense of futility concerning the pursuit of every 
potential abuse with formal statutes, no matter how detailed and 
exact, determines the technique of control. It is held that even if 
abuse does exist, honesty and ethics cannot be compelled by legis- 
lative fiat and the unethical can always devise ways of circum- 
venting even the most carefully drawn statute. This philosophy 
is reflected in the report of the Board of Trade’s committee of 
inquiry into sharepushing, as thus summarized: “‘[It] will go down 
in history as the ‘Sharepushers’ Charter.’ What it comes to, when 
all is boiled down, is a statement that sharepushing can’t very 
well be prevented and that therefore no really frantic steps need 
be taken to try and prevent it.”® The characteristic British ab- 
sence of formalism and definiteness is well illustrated in the re- 
sulting act.’° 

Not mere inertia, however, but confidence in the greater total 


7 November 21, 1936, p. 370. 8 December 18, 1937, Pp. 596. 
* Branch Banking (London, September, 1937), p. 415. 


1° Prevention of Fraud (Investments) Act, 1939; cf. clauses 1, 3, 10, 11(1), and 
editorial discussion of the bill in London Financial News, November 29. 938, PP. 4 
and 7; December 7, p. 6; December 8, p. 4. 
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benefit derived from noninterference with private business 
affirmatively prompts the abstention from greater central control 
over investment processes. The pertinent British view has been 
authoritatively expressed by the Greene Committee in defending 
its findings against more thorough reform: 

We realize that the system of limited liability leaves opportunity for 
abuse. Some of these we consider to be part of the price the community has 
to pay for the adoption of a system so beneficial to its trade and industry. 
It appears to us, as a matter of general principle, most undesirable, in order 
to defeat an occasional wrongdoer, to impose restrictions which would se- 
riously hamper the activities of honest men and would inevitably react upon 
the prosperity and commerce of the country." 


The metaphor, “‘unwillingness to use a steam hammer to crack 
a nut—and possibly miss the nut,” has been used in explanation 
of the distaste for interfering with business.” 

Obligation on the state to protect the individual in trading and 
other speculative operations is particularly disclaimed in Eu- 
rope. Speculators’ losses are deemed their just deserts, while 
the effect on society is belittled by the concept that one individ- 
ual’s loss is counterbalanced by another’s equivalent gain. Fur- 
thermore, it is deemed socially preferable for the public to realize 
the inevitability of risk than to derive a false sense of security 
from government supervision. This has contributed to the per- 
sistent unwillingness to create an official administrative commis- 
sion in England," in direct contradistinction to the American 
law’s basic concept of the indispensability of executive direction 
and flexibility in control.'* This fear of an unwarranted assurance 
of safety seems to be somewhat substantiated by American ex- 
perience. Despite the S.E.C.’s many emphatic disclaimers of re- 


*Company Law Amendment Committee Report, p. 4; cf. also Report of Depart- 
mental Committee of Enquiry into Sharepushing (1937), P- 37- 

"2 London Financial News, December 8, 1938, p. 6. 

"3 Cf. Report of the Departmental Committee A ppointed by the Board of Trade, 1936, 
To Enquire into Fixed Trusts, p. 20, par. 43(3). 

™ Cf. Stock Exchange Practices: Hearings before the Commitiee on Banking and 
Currency, United States Senate, 1934 (testimony of T. G. Corcoran), pp. 6466-67; 
also text of the statement by Chairman Douglas of the S.E.C. on the proposal by 
sixteen stock exchanges for revision of the Securities Act, March 15, 1939. 
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sponsibility for prices, the 1937 stock-market decline resulted in 
the usual flood of complaints being routed to Washington instead 
of to the New York Stock Exchange, as they had been in all 
previous recessions. The recent American scandals here have ad- 
ditionally reinforced foreigners’ self-satisfaction with their gen- 
eral laissez faire technique. In their eyes the Richard Whitney 
and the McKesson and Robbins incidents prove that minute leg- 
islation and supervision can neither assure good conduct nor 
eliminate loss. 

In all European nations sanctions insuring current company 
publicity are deemed unimportant—in contrast to the American 
securities acts’ foundation thereon. This reflects the public’s tra- 
ditional indifference and cynicism about the reliability and use- 
fulness of statistical data. The prevalent investor apathy in Eng- 
land is illustrated by the shareholders of the London Midland and 
Scottish Railway, only one-half of 1 per cent of whom have seen 
fit to request their company’s detailed annual report, which has 
been available to them free of charge. 


THE SYSTEM OF CONTROL IN EACH COUNTRY 


In practically all European countries the financial public gains 
protection from the combination of important informal with loose 
formal sanctions. In England legal regulation is provided jointly 
by a companies act and the criminal code. Actually, however, far 
more effective restriction is derived unofficially from sub rosa 
direction by key government officials; from the self-imposed re- 
straints of the London Stock Exchange and the city’s leaders; and 
from the prevailing stringent unwritten code of self-restraint and 
ethics. It is this informal technique which makes possible the 
paradox of the existence of an effectively regulated system, with- 
out apparent regulation. 

The basis of legal regulation is the separate category of finan- 
cial law loosely prescribed in the Companies Act of 1929. This 
act amended and consolidated all previous statutes governing 
limited-liability companies and followed the first complete over- 
hauling of company law undertaken since 1905.'5 It embodies the 


*s Then initiated at the instance of the Loreburn Committee’s inquiry. 
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recommendations of the previously cited Greene Committee. It 
prescribes inter alia for the registration of practically all com- 
panies at Somerset House, London, and lays down rules governing 
the issue and sale of new securities, articles of association, annual 
returns, company management and administration, and liquida- 
tions and receiverships. Unlike the control over the stock ex- 
changes which is exercised under the American Securities Ex- 
change Act, the Companies Act in no way concerns itself with 
security trading; in fact, when there is any tendency for the 
respective scopes of the act and the stock exchange to overlap, 
the law abdicates to the exchange authorities. 

Actually more effective than the Companies Act, with its many 
lacunae, is the application of the common law. This has been seen 
in actions against directors." Lord Kylsant, who was charged with 
responsibility for the Royal Mail Company’s second debenture 
prospectus, as well as Bichirgian and Howeson, who issued a false 
and misleading prospectus in promoting their notorious Pepper 
Pool, were convicted under the criminal code—not the Companies 
Act. The interpretation of the common law has been elastic, dy- 
namic, and evolutionary. Kylsant was prosecuted under the Lar- 
ceny Act of 1861—itself an enlargement of common law and 
equity. Moreover, his prompt conviction"? for conveying a false 
impression to investors through a material omission represented a 
drastic tightening of the law’s application ;"* ten years previously 
the identical circumstances would no doubt have entailed neither 
prosecution nor conviction. 

The predilection of English jurisprudence for case law has 
unfortunafely resulted in great vagueness and indefiniteness in 
the codified statutes. This has been particularly marked in the 
absence of precise formulation of the obligations of directors or 


*© Cf. Minutes of Evidence Taken before the Departmental Committee of Enquiry 
into Amendments of the Companies Acts (1925), p. 21, q. 476 ff.; and Company Law 
Amendment Committee Report, sec. 46. 

‘7 Kylsant entered jail six months after the commencement of proceedings against 
him. 


*® Cf. judgment of Avory, J., Rex v. Kylsant, C.A.R., XXII, 99-100. 
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their status as trustees or agents."® Negligence and fraud, for 
which directors are liable under the principle of common law and 
equity, have never been defined or particularized. Lord Kylsant 
was to an extent victimized by the law’s vagueness about the 
directorial obligation to set forth material facts. 

The good offices of the stock exchange are relied on as a cardinal 
agency of regulation. In contrast to the current drastic diminu- 
tion of exchange authority in America, the British government 
continues its deference to the supervision which is independently 
and broadly exercised by the London Stock Exchange. New issues 
which are introduced to the public through exchange listing and 
trading are entirely exempt from all the Companies Act’s registra- 
tion and prospectus requirements. And even in the case of pros- 
pectus issues, underwriters consult the exchange—not the state— 
before committing themselves. Recognized exchange members 
and dealers are exempted from the restrictions contained in the 
recent sharepushing bill.”? Furthermore, following the transfer of 
the registry of all country brokers from the governmental register 
to the London Stock Exchange in 1937, the exchange maintains 
an effective “white list” of all brokers who are permitted to send 
orders to its members. Still another instance of the exchange’s 
importance is seen in the government’s enlistment of its officials 
for determination of major policies. The deputy chairman of the 
London Stock Exchange Committee for General Purposes recent- 
ly served on governmental committees which investigated the 
fixed trusts and bucket-shop activities and also on the Chancellor 
of the Exchequer’s Foreign Transactions Advisory Committee. 

The government also depends on the principal bankers to main- 
tain equitable conduct. Generaily exercised sub rosa, their super- 
vision over the financial community is highly effective. Through 
its absolute power of boycott the banking fraternity governs the 
individual’s very opportunity to remain in business. The pre- 
scriptions of the code so imposed are extremely fluid; for example, 

19 Cf. Topham’s Company Law (oth ed.; London: Butterworth & Co., 1934), 
p. 187; also Minutes of Evidence Taken before Departmental Committee of Enquiry 
into Amendments of the Companies Acts (1925), 4q- 474, 477, and 478. 

2° Prevention of Fraud (Investments) Bill, cl. 1, as amended February 17, 1939- 
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directors now freely speculate in their companies’ shares, but if 
the practice should become discredited it would be stopped sum- 
marily by brief word from the banking coterie that “it is not 
being done.” 

With similar resort to extra-legal technique, the government it- 
self determines at its discretion many phases of public policy. For- 
eign lending and the investment trusts’ purchases of American se- 
curities have since 1932 been strictly controlled* by the Foreign 
Transactions Advisory Committee, a body appointed personally 
and without legislative authority by the then Chancellor of the 
Exchequer, Mr. Chamberlain. Without this informal committee’s 
imprimatur, would-be capital issuers find the market unavail- 
able.” In January, 1939, aletter from the governor of the Bank of 
England to the chairman of the London Stock Exchange proved 
sufficient to terminate foreign-exchange speculation throughout 
London’s “‘city.”*? Similarly, Sir John Simon’s informal “expres- 
sion of hope”’ in April, 1939, effectively stopped investment pur- 
chases of foreign securities. The efficiency of this informal tech- 
nique is facilitated by the close concentration in London of 
the Bank of England, the clearing banks, the money market, and 
the security market. 

The most effective restriction of all, however, arises from the 
national characteristic of self-imposed restraint in individual con- 
duct. The Englishman acts according to a distinct code of proper 
behavior which is entirely independent of the law, the latter mere- 
ly being held in reserve as an occasional weapon against the most 
flagrant abuses. No law prevents cabinet officials from corruptly 
enriching themselves; they abstain simply because “‘it isn’t done.” 
While we are inclined to think of the law as a hurdle to be closely 
skimmed pursuant to advice of counsel, the Englishman conceives 
of the formal statute rather as a wall marking the extreme outer 


2t The embargo on foreign lending was relaxed in February, 1938, and reimposed 
December 20, 1938. 

* This technique is made possible largely by the co-operation of the clearing 
banks in withholding their names from undesired prospectuses. 

3 Cf. Economist, January 21, 1939, p. 134; New York Times, January 23, 1939, 
p. 23; and London Financial News, January 20, 1939, Pp. 1. 
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limits of an area within which one moves according to one’s idea 
of what is reasonable and proper. The Economist of London has 
said: 

It is worthwhile asking, therefore, whether those demanding a higher 
standard of prospectus practice might not be wise to devote increased atten- 
tion to the possibility of reforming public taste rather than the statute law. 
Many things which are perfectly legal in this country are not the acts of a 
gentleman. The rules of the game of bridge provide detailed penalties for 
misdemeanors like revoking, exposing a card and leading from the wrong 
hand, for these are all presumed to be unintentional. They do not provide 
for cardsharping which is just not cricket. 


This contrast with American concepts arises principally from dif- 
ferences in underlying tradition. The British think of themselves 
as a nation of gentlemen whose financial community must volun- 
tarily act the part. 

In France regulation depends on the criminal and civil codes 
rather than on either specific company law or administrative 
board. The decree laws promulgated in the years 1935 through 
1937 were designed to tighten up the civil and criminal liabilities 
contained in the general financial laws of 1867 and 1890. They 
conform to the traditional policy of leaving securities markets 
undisturbed; they are concerned mainly with company affairs and 
with protecting the public interest when capital subscriptions are 
solicited. 

As in England, the French government strongly relies on the 
stock-exchange authorities for regulation, particularly in trading 
matters. A members’ self-administered mutual guaranty fund’ 
automatically constitutes the public’s best protection against 
speculative excesses, malfeasance, and credit losses. 

Dutch regulation depends on the general criminal statutes. In 
both securities distribution and trading activities, caveat empior 
strictly prevails. There is no counterpart of our Securities Act of 
1933; their law for limited companies, as amended in 1934, is 
extremely lax and carries little weight. The stock exchange ad- 
ministers itself; the government’s sole authority over it being con- 


* July 10, 1937, p. 86. 
2s Cf. Réglement particulier des agents de change de Paris, mai, 1935, chap. 1. 
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fined to the finance minister’s technical and little-used power to 
close it and to deprive issues of listing privileges. 

In Germany, as in England, legal protection for investors is 
derived dually from a companies act and—to a lesser extent— 
from the criminal code. There is also some administrative super- 
vision in that the judges of the commercial register, with whom 
companies file their reports, supervise adherence to the statutory 
requirements for information.?” Company sanctions formerly were 
embodied in the general code of 1900, but a legislative committee 
was appointed in December, 1933, to formulate a separate body 
of corporate legislation. There resulted therefrom the passage in 
January, 1937, of a companies act which represented the first 
thorough revision of corporate law since 1884. Establishing a sep- 
arate body of specific law for the corporation and limited partner- 
ship with transferable shares, it put into statutory form sanctions 
which the courts had been enforcing. It is additionally important 
in extending National Socialist government philosophy; for ex- 
ample, it gives the Reich minister of economics power to dissolve 
companies which he deems to be acting contrary to the tenets of 
responsible business practice,?” and encourages the concentration 
of all directorial responsibility in the hands of an individual 
“Fuehrer.””* 


SUPERVISION OVER NEW-ISSUE DISTRIBUTION 


In all European countries major emphasis in government regu- 
lation and assumption of social responsibility is directed at new- 
issue distribution. But even in this phase the codified statutes are 
much more lenient than the American Securities Act of 1933. 
They fall particularly short respecting the disclosure of material 
information, on which the American law’s attempted protection 
of the buyer is based. 

In England new issues are distributed to the public either under 
the relevant provisions of the Companies Act or, in the case of is- 
sues being introduced to the public through stock-exchange listing 

** In this role they may summarily refuse registration to a new company if the 
preliminary statement of the promoters is deemed unsatisfactory. 

77 Corporation Law of 1937, par. 288. 28 Tbid., sec. 125. 
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and trading, pursuant to the rules of the exchange. Under the lat- 
ter method of so-called “stock-exchange introduction,” issuers 
enjoy complete exemption from the prospectus and registration 
requirements of the Companies Act. Hence, of total new corpo- 
rate issues, only 44 per cent in 1935, 38 per cent in 1936, and 40 
per cent in 1937 were accompanied by a prospectus of any kind. 

Prospectus requirements vary according to the three following 
categories of offers: (1) an issue offered directly by the company, 
(2) an offer for sale made by interests other than the company 
itself, and (3) semiprivate offerings. The first two methods entail 
the obligation to file an ordinary prospectus. If persons uncon- 
nected with the company make the solicitation with the privity of 
the management, the directors must assume the prescribed re- 
sponsibilities. The third category, the semiprivate offerings, cor- 
responding to American private placings, may be accompanied by 
the more lenient “statement in lieu of prospectus.’’® 

The ordinary prospectus, prescribed in the first two categories 
listed above, must be filed with the registrar of companies. It 
must contain data detailing: the offeror; the date of incorpora- 
tion; the objects of the company; a balance sheet; the number, 
names, and addresses of directors; shareholders’ rights and divi- 
dend provisions; and it must state whether exchange listing has 
been applied for. It must specify: the contemplated use of the 
issue’s proceeds; promoters’ fees; material contracts; the interest 
of directors in property to be acquired; the names of the auditors 
and their report of profits for each of the three preceding years.*° 

The statement in lieu of prospectus, applicable to the semi- 
private offerings, must also be registered but requires considerably 
less data than does the ordinary prospectus. It is largely confined 
to detailing the share capital and the directors’ interests in proper- 
ty to be aquired.** In contrast to the mass of S.E.C. forms required 
under the American Securities Act of 1933 and the resulting 
voluminous prospectuses (which Britishers liken to unreadable 
telephone directories), the Companies Act’s specifications require 


** Companies Act, secs. 34, 35, 37, 40, 354(4). 
3° [bid., secs. 34, 35, 355, and sched. IV, Part III. 3 Jbid., sched. V. 
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about three small pages for the ordinary prospectus and con- 
siderably less for the statement in lieu thereof. 

Whereas the New Deal’s financial legislation affecting security 
distribution is based on seller responsibility and has vastly in- 
creased his legal accountability, England still relies on buyer 
wariness. After its inquiry into new-issue procedure the Greene 
Committee indorsed caveat emptor thus: “The careless speculator 
who is willing to accept at their face value statements which are 
obviously insufficient and unsatisfactory cannot justly expect 
special protection when that would involve a serious and unwar- 
ranted interference with the ordinary honest person.’’3* Prospec- 
tuses’ paucity of information about the prospective use of the 
solicited capital, their misleading abridgment, their obscuration 
by use of uneven type (many shrewd investors read the small 
print first),34 and the excessive cost of securities flotation, have 
been clearly depicted in a recent research study conducted by 
Professor Cole.** It is shown that in 1931 the net proceeds actual- 
ly subscribed as new capital for industry were exceeded by the 
cost of new-issue distribution. The Economist has repeatedly ut- 
tered similar criticism of the excessive sums secretly going to 
intermediaries,** and of general prospectus shortcomings.*’ 

The stated earnings record may be deficient in several ways: 
profits need go back only three years instead of a complete trade 
cycle; they may be inflated by extraneous and nonrecurring items 
whose nature, but not amount, must be disclosed. Sometimes im- 
portant charges are not properly deducted before the net profits 
figure is struck. For example, depreciation may be arbitrarily va- 
ried from year to year, and sometimes its amount is completely 

3 The caveat-vendor philosophy underlying the Securities Act of 1933 was ex- 


pounded by President Roosevelt in his message to Congress, recommending federal 
supervision over the sale of investment securities, March 28, 1933. 

33 Company Law Amendment Commitice Report, sec. 59. 

34 Cf., e.g., prospectuses of John Lewis & Co., November 4, 1936; International 
Diatomite Co., October 26, 1936; and Walsall Conduits, Ltd., November 24, 1936. 

38 Studies in Capital Investment, ed. G. D. H. Cole (London, 1935), pp. 106-23, 
126, 133. 

3% October 24, 1936, p. 170. 

37 E.g., “Prospectuses Good and Bad,” July 10, 1937, p. 86. 
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omitted. Of the twenty-three prospectuses published in the Econ- 
omist in 1933, nine listed profits before and fourteen after depre- 
ciation; six made no provision whatever for debenture interest. 
While material contracts must be listed, their essentials and ef- 
fects need not be specified. There is no counterpart of the Ameri- 
can blue-sky laws which have existed for many years in Ohio and 
other states, compelling disclosure of profits made by vendors in 
reselling property to the issui1.g company, the Greene Committee 
denying pleas for such a sanction thus: “Such a provision would 
hamper enterprise to an unjustifiable extent, and although it may 
well be that vendors in some cases made extravagant profits, we 
consider this to be by far the lesser of two evils.”** Requirements 
regarding specification of fees to solicitors, auditors, and regis- 
trars are likewise deficient. A British prospectus never approxi- 
mates the American standard of disclosure. 

The prospectus responsibilities imposed on directors and under- 
writers are considerably more lenient than in the American Securi- 
ties Act of 1933. The identity of the underwriters and their ability 
to take up the issue are treated with particular laxity.*® Directors 
may underwrite or subunderwrite without disclosing the fact or 
true extent of their commitment.*® Directorial responsibility for 
the truth of information is especially weak. The British director 
is exempted from liability for a false statement if he believed it 
were true or if it were made on the authority of a competent 
expert; American law imposes the burden on him of proving that 
he had no reasonable ground for believing the statement to be 
untrue. In case of an error the British act permits recovery only 
to the extent that the purchaser can prove his loss; in America the 
defendant issuer must affirmatively prove that the loss was not 
caused by the error. In England, in case of alleged omission, the 
plaintiff must prove that the director had knowledge of omitted 


38 Company Law Amendmeni Committee Report, sec. 59. 

39 Cf. Minutes of Evidence Taken before the Departmental Committee of Enquiry 
into Amendments of the Companies Acts (1925), qq. 414 ff. 

4° Cf., e.g., prospectuses to underwriters and to investors re Morrell Estates of- 
fering of July 30, 1932. 

4* Companies Act, sec. 37, 1(iv). 





FINANCIAL REGULATION ABROAD 47! 


facts and that they are material.“ Moreover, the purchaser of a 
new issue in the open market has no rights whatever against the 
directors or promoters. All liability is avoided by the banker sell- 
ing securities if he adopts the form of an underwriting of an offer 
to the public by the issuing company ;** the American Securities 
Act, on the other hand, imposes liability equal to the aggregate 
offering price of the proportion of the issue underwritten by him. 
Widespread dressing-up of prospectuses with names from the 
peerage and the army follows the general laxity in directorial 
sanctions. 

Government supervision over new issues is completely with- 
held when their distribution is effected on the London Stock 
Exchange through the “stock-exchange introduction.” Then all 
prospectus obligations are supplanted by the exchange’s listing 
requirements and discretionary supervision. Exchange rules re- 
quire that specified information be advertised in at least two 
newspapers, these advertisements and other preliminary an- 
nouncements being subject to the approval of the exchange’s 
Share and Loan Committee.** In the published announcements 
of these “exchange introductions,” however, an up-to-date bal- 
ance sheet is not required and the earnings’ information may 
be quite informal, sometimes occupying but four lines. All 
data may be sharply abbreviated, the single-column notices 
often being mainly devoted to small-type recital of material con- 
tracts. Determination of the initial price paid by the public 
when issues are offered in this way entails particular abuse. Con- 
sidered judgment by the investing public is foreclosed by non- 
disclosure of price before the offering; the initial price follows the 
psychology ruling the market-place, giving full play to the harm- 
ful influences of its speculative excitement and ballyhoo. Distri- 
bution may be accomplished by manipulation and market-rigging 
through the concerted action of the issuing house, the brokers, and 


“ Tbid., sec. 35, 4. 4“ Ibid., sec. 37. 

“4 Rules and Regulations of London Stock Exchange, Appen. 34B. 

4S E.g., advertisements of introductions of shares of Lloyds Retailers Ltd. in 
London Times, November 20, 1936, and of Sidney S. Bird & Sons Ltd., ibid., 
November 22, 1936. 
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the jobbers, the latter having the shares fed to them under options 
and the other customary instruments of pool operation. The large 
offering of Lord Nuffield’s Morris Motors shares in 1936 was com- 
pletely distributed during a few hours of excited trading, dif- 
ferent prices being simultaneously set by a dozen specializing 
jobbers scattered over the exchange. No indication of the under- 
writer’s price or profit is vouchsafed; on a recent available sample 
the markup paid by subscribers ranged from 15 to 45 per cent of 
the capital paid in. In practically all cases the public participates 
at an undetermined price three or four rungs of the ladder above 
the issuer. These abuses naturally are accentuated by the close 
correlation of the exchange introduction’s popularity with stock- 
market activity. 

The lacunae in the codified law are enormously accentuated by 
the absence of an effective administrative body. The few advo- 
cates of reform have continually berated the lack of flexible con- 
trol; “experience has shown,” the Economist has said, “that elas- 
ticity is essential if the overambitious mind is to be checked, for 
methods are always found to overcome the most carefully drawn 
statute.’’*° The official registrar of companies functions merely as 
a mechanical filing clerk and does not check the details of pro- 
spectus contents. Even if required data are omitted, he may not 
act; registration only provides a basis for subsequent direct action 
by an injured party. The other administrative office, the Board 
of Trade, has only the powers of a policeman. It distributes the 
forms prescribed by the Companies Act and procures a solicitor if 
they are not returned. It neither examines prospectuses nor is- 
sues stop-orders; an issue may be sold the day after the prospectus 
is filed and before the registrar has examined it. Prosecution of 
offenders is indefinite. The powers of the Board and of the pub- 
lic prosecutor are permissive and not mandatory.‘? On the 
petition of not less than one-tenth of the share capitalization, 
posting security for costs, the board—wholly at its discretion— 
may inspect the affairs of a company. If it then finds that a com- 

4 Cf. also Minutes of Evidence: Enquiry into Companies Acts (1925), qq. 427-32- 

47 Confirmed by Mr. Runciman, president, Board of Trade; see Parliamentary 
Debates, Vol. CCCXVII, No. 6 (November 10, 1936). 
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pany official is chargeable with criminal liability, the matter is 
referred to the director of public prosecutions.” The latter step is 
very rare; for example, in 1934 only three cases reached even the 
stage of appointment of an inspector. There is no counterpart of 
our laws which directly empower the state attorney-generals to 
prosecute on their own initiative.‘ 

In France, also, solicitude for the public interest is largely con- 
fined to new financing. A copy of the articles of association, a list 
of the subscribers, a certified copy of the last balance sheet, and 
details of capitalization pertaining to new issues must be filed with 
the commercial registrar and published in the Bulletin des an- 
nonces légales, an annex of the Journal officiel.5° Prospectus state- 
ments bear the direct (several, not joint) responsibility of the 
directors. Provisions abrogating voting rights are banned. A de- 
cree of August 25, 1937, laid down specific restrictions against the 
popular short-term debentures which issuers sell directly on a 
discount basis, prohibiting their flotation by companies which 
are too new and subjecting them to certain minimum publicity.” 
Solicitation of subscriptions to speculative syndicates, to foreign 
securities unless state-guaranteed, and to domestic securities of 
companies which have not issued two annual balance sheets, is 
forbidden.* 

Great laxity occurs in the balance-sheet and earnings data 
accompanying new offerings which are in almost all cases neg- 
ligible, the public wholly relying on the distributors. 

New bond issues are sold exclusively through the banks. New 
stock issues which are granted exchange listing are introduced on 
the coulisse and distributed by brokers; unlisted issues are sold 
only by the second-grade banks. 

In the Netherlands the government prescribes no prospectus 


«® Companies Act, secs. 135-36. 
4 E.g., State of New York General Corporation Law, 1929, c. 650, secs. 60-61. 
%° Financial laws of July 24, 1867; January 1, 1907; November 23, 1913; as 
amended August 31, 1937. 
5* Cf. Mesures redressement économique: extraits du Journal officiel (August 28, 
1937), P- 4- 
» Décrets du conseil de ministres, August 8 and October 30, 1935. 
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rules whatever. The only semblance of such intervention is the 
finance minister’s rarely used prerogative to deprive issues of 
stock-exchange listing.s* Actually, as in London, the Stock Ex- 
change Committee’s listing requirements constitute the major 
safeguard.54 Excepting the negligible sanctions contained in the 
common law, there is no counterpart of the regulation imposed by 
the American Securities Act of 1933. 

In Germany the government has, since 1934, reserved the capi- 
tal market exclusively to its own use. Small private financing has 
also been curbed by a provision of the 1937 Companies Act con- 
fining the incorporation privilege to companies with a minimum 
capital of 500,000 marks.’’ Hence legal sanctions in capital fi- 
nancing are of no genuine importance there. 


CURRENT REPORTING OF COMPANY INFORMATION 


All the European nations—in sharp contrast to our Securities 
Exchange Act’s sections 13 and 16—are particularly derelict in 
requirements for periodic company publicity. The great de- 
ficiency in reporting is condoned on the grounds of the difficulty 
of prescribing detailed accounting and other information forms 


for nonuniform industries, and of investors’ lack of comprehension 
and apathy. 

The British Companies Act, as amended, requires all companies 
having a share capital to file with the registrar of companies an 
annual return which must include a list of the shareholders, iden- 
tification of the directors, and a signed copy of the latest audited 
balance sheet. The only items specified for the balance sheet are 
a summary of the share capital and debt, good will, financing 
expenses, and aggregate (but not individual) loans to directors.” 
Where the law pinches at all, it is against overstatement, although 


53 Unexercised during the last five years, except in connection with some foreign 
issues. 


54 To remove abuses in conversions of issues sold at a premium, the Amsterdam 
bourse in March, 1938, barred all issues not providing for the return of such pre- 
miums to the holders. 


55 Par. 7. 
56 Companies Act, secs. 108, 110, 124, 128. 
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the understatement of either assets or earnings, as has been con- 
tinually stressed by Lord Stamp,°’ is equally harmful. 

In actual practice the voluntary obligation to furnish ade- 
quate continuing information is observed mainly in lip service. 
The most frequent faults in balance-sheet presentation are: 
Varied and unrelated assets are lumped together in one or two lines 
The real relation of current profits to the surplus account is obscure 
The reserve account may be used to hide items which it is not desired to 

disclose elsewhere* 

Reference to contingent liabilities is not required legally; in practice their 
existence is noted, but relevant details are frequently omitted 
Nondisclosure of the amount of the depreciation account 


Such abuse was attested to by Sir William MacLintock before 
the Greene Committee. “There are companies whose balance 
sheets are models of obscurity,” he stated. “Take one instance, 
a large company in London whose total assets amount to 
£14,700,000, and they have only one heading for the whole lot.’’ 
The committee subsequently reported as follows: 

Experience shows that in many instances accounts are not properly kept, 
with the result that when liquidation ensues the company’s books are found 
to be so defective and confused that it is impossible to find out what has 
become of goods and money belonging to it With regard to the form of 
accounts, although in general we consider that shareholders and others have 
little ground for complaint, cases occur where the information given by the 
accounts is of a scanty nature, particularly where assets are so grouped to- 
gether under one heading that the true position of the company cannot 
readily be ascertained.© 


Nevertheless, in the face of its recognition of laxity, the com- 
mittee recommended the continuance of noninterference: ““We 
think it most undesirable to lay down hard and fast rules as to the 
form which a balance sheet should take The matter of ac- 
counts is one in which we are satisfied that within reasonable lim- 
its companies should be left a free hand.’ 


57 E.g., in his address to Society of Incorporated Accountants, June 4, 1932. 

5 Cf., e.g., Royal Mail Co. accounts. 

59° Minutes of Evidence: Departmental Committee on the Companies Acts, 1925, 
. 633. 

°° Company Law Amendment Committee Report, sec. 67. $ Tbid., sec. 69. 
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Earnings data are particularly neglected. No income statement 
of any kind need be filed with the registrar of companies nor cir- 
cularized among the shareholders; it is merely required that the 
directors lay before the annual meeting “a’’ profit-and-loss ac- 
count in wholly unprescribed form.” Frequently a single global 
figure swallows the trading results, dividend receipts, and non- 
recurring income. The items of depreciation and amortization are 
often completely omitted. Even when stated, they provide a vital 
source of obfuscation. In contrast to the power vested in the Se- 
curities and Exchange Commission to prescribe even the method 
of depreciation,®* in England both the amount and manner of 
charge-off are entirely discretionary with the management. Ex- 
cessive charges may be made in fat years to create hidden reserves 
for the lean periods.** A well-known company chairman recently 
advised his shareholders: ‘We do not bring into the balance sheet 
the whole of our profits. We bring in only so much as we require 
to pay the dividends.” Protection from the auditors on this score 
is nullified by their freedom from obligation to report on the in- 
come statement or to be otherwise concerned with its build-up. 

British practice respecting publication of managerial salaries 
likewise is in sharp contrast to the relevant requirements pre- 
scribed by the S.E.C.°S While the aggregate of the fees paid to 
nonmanagerial directors must be disclosed, no information regard- 
ing the salaries paid to managerial directors or other employees— 
individually or in the aggregate—need be given.” The individual 
fees of nonmanaging directors must be given in the event of 
written demand by one-fourth of the shareholders, but even this 
dubious privilege is nullified by the countervailing provision that 
such demand for information shall be of no effect if the company 
resolves against furnishing it, and that in any event the amount 
paid to all the directors may be stated without individual speci- 
fication.*” 

* Companies Act, sec. 123. 63 Securities Exchange Act, sec. 13(0) (2). 

*4 Cf., e.g., 1935 and 1936 reports of P. & O. Steamship Co. 

‘s Cf. Securities Exchange Act of 1934 and S.E.C. rules issued thereunder. 

% Cf. Companies Act, sec. 128(1) and (3); and Stiebel, Company Law and Prece- 
dents, I, 359. 

6 Companies Act, sec. 148(1). 
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Supplementary sources of information are theoretically pro- 
vided by the annual company meeting and by the chairman’s 
speech. In practice, however, the shareholders’ meeting is even 
more truly than in the United States a purely routine affair—‘‘a 
conglomeration of paradoxes whose superb unreason best suits 
the moment when paper hats are put on and logic leaves by the 
chimney.” Except at times of a passed dividend, a heavy loss, or 
a reconstruction scheme, only a particularly colorful Lord Craig- 
myle, or Samuel Courtauld, or Lord Stamp-with-charts can draw 
any attendance whatever. The chairman’s formal speech is not 
distributed to shareholders but is published through paid news- 
paper advertisements. At best such discretionary reporting is in- 
deed a poor substitute for periodic publication of detailed and 
informative accounts. 


BRITISH HOLDING COMPANIES AND INVESTMENT TRUSTS 


Outstandingly lax control over British investment trusts and 
holding companies is particularly noteworthy in view of the 
American authorities’ great current concern therewith. In con- 
trast to the clarification of American public-utility-holding-com- 
pany accounting instituted under threat of the “death sentence,” 
the holding device in England retains its opportunities for the 
greatest obfuscation. As Mr. Charles Latham has recently said: 

The growing practice of parent companies of conducting an increasing 
proportion of their operations through subsidiary or associated companies, 
bids fair to conceal from the shareholders in the parent concerns vital infor- 
mation as to the utilization of, and returns upon, a large portion of their 
capital, with the result that the accountability of directors to the share- 
holders and the control of the latter over the business in which their money 
is invested, is becoming more or less fictional.” 


The law does not require consolidated statements.” The par- 
ent-company is required to state only the fact, and not the 
amount, of loss by subsidiaries.” In fact, the law affirmatively 


% The Economist, December 25, 1937, p. 646. 
% Report of Proceedings of the Third Annual Meeting of the Shareholders’ Protec- 
tion Association (London, 1936), pp. 15-16. 


7 The London Stock Exchange suggested, February 20, 1939, that companies 
listed henceforth should issue consolidated accounts. 


™ Companies Act, sec. 126. 
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states: “It shall not be necessary to specify the actual amount of 
the profits or losses of any subsidiary company, or the actual 
amount of any part of any such profits or losses which have been 
dealt with in any particular manner.””” Dividends may be drawn 
from individually profitable units despite a combined net deficit 
and without disclosure of the amount of such combined deficit. 
Subsidiaries’ past profits may be freely “milked” without dis- 
closure. Secrecy for directors’ dealings and fees, and for other 
transactions, may be secured by routing them through subsidiary 
units. Information is particularly negligible from subholding 
units below the first degree. 

The following instances of reporting practice illustrate the dif- 
ficulty of unraveling the real assets and earnings of holding units. 
In a leading oil company’s balance sheet some £33,000,000 of total 
assets of £49,000,000 consists of property held by subsidiaries; its 
income statements invariably show merely sufficient earnings to 
pay the parent’s unchanged dividends. A large tobacco company 
carries £35,000,000 of its £49,000,000 of assets in subsidiaries. 
Appraisal of its true earning-power is prevented by the arbitrary 
publication of identical results annually; this is accomplished by 
manipulating the subsidiaries’ dividends and deducting varying 
internal-reserve allowances before disclosure of net. A large steel 
manufacturing holding company’s latest annual report contains a 
balance sheet of but ten lines. Its income statement, occupying 
five items, shows a small margin over its dividends; but no con- 
solidation is given, nor is there any indication of how the gross 
earnings have been arrived at. The latest balance sheet of Ranks, 
Limited, to which shareholders recently subscribed £4,000,000, 
has but three items on the assets side. Of the total assets 93 per 
cent consists of the stock held in its subsidiary, Joseph Rank 
Limited, stated “at cost.’’ All the income of the parent-company 
comes from the operating company, yet no information whatever 
is given about the latter’s earnings except that “directors have set 
aside reserves which they consider sufficient.” 

As a result of interunit juggling, the Gaumont-British Picture 
Company’s reported earnings have been notoriously misleading. 


7 Tbid., sec. 126, 1(). 
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The payment of preference dividends in 1936 in the face of sub- 
sidiaries’ combined net loss of £623,000 was followed by forced 
liquidation of important producing and distributing interests. 
Much of the Gaumont shareholders’ loss would have been avoided 
if the law had prescribed (1) regular publication of consolidated 
balance sheets and income accounts, (2) the obligation to set off 
subsidiaries’ losses against profits before paying dividends, and 
(3) abolition of inequitable voting rights. 

Investment trusts are not specifically touched by either the 
Companies Act or the stock exchange. Detailed earnings itemiza- 
tion or portfolio disclosure is not required. Of the two hundred 
and fifty existing management trusts, only seventy periodically 
publish a list of their investments, while seventy-five are content 
to state merely the number of their different holdings. The un- 
realized appreciation or depreciation from book values is not 
given, and the actual or prospective shareholder has no other way 
of ascertaining the breakup value of his equity. The trust in- 
vestor’s position is depicted by a leading British financial author- 
ity thus: “The subscriber to a new investment trust is absolutely 
in the hands of his directors to whom he gives the nearest equiva- 
lent, under British Company Law, of a blank cheque.”””’ The con- 
cept that his security is best protected by deference to the discre- 
tion of honest and experienced management has been expounded 
in Parliament by Mr. Neville Chamberlain. He denied a proposal 
for fixed trust legislation in 1934 thus: “The public can best pro- 
tect itself by declining to invest in any trust which does not have 
trustees of the highest repute.”’ 

The many property societies which invest in mortgages for 
small holders escape the Companies Act by operating under the 
old Industrial and Provident Societies Acts of 1893. Hence they 
avoid all prospectus requirements and are given a free hand to 
manipulate their balance sheets and capitalization.’4 

In France the course of company affairs is indeed obscured in 
deep mystery. Public companies (i.e., whose issues are publicly 
held) must present an audited return at the annual meeting. Ex- 

73H. Parkinson, Scientific Investment (London, 1933), p. 184. 

™ Cf. Parliamentary Debates, House of Commons (November 10, 1936), p. 674. 
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cepting for a summary of capitalization and debts, the only bal- 
ance sheet requirement is that its form must not be changed from 
year to year.”> The form and content of the profit-and-loss state- 
ment are wholly unspecified by either the government or the stock 
exchange.” The annual return need not be sent to the government, 
to the stock exchange, or to the shareholders, but need merely be 
available for inspection by the stockholders of record at the com- 
pany office fifteen days before their meetings.?7 Company pub- 
licity is additionally limited by the predominance of the bearer 
form of shares. Although a private statistical organization, La So- 
ciété éditions économiques et financiéres, collates available news 
directly from exchange-listed companies, up-to-date information 
is negligible. Calculation of earnings per share is practically 
unknown; in his appraisal the French investor relies wholly on 
dividend yield combined with his unsubstantiated impression of 
hidden reserves. 

Such income statements as are available are extremely scanty 
and misleading. By means of the wholly discretionary handling of 
reserves and depreciation, directors are enabled to show any re- 
sult they desire. Usually just sufficient profits to cover a constant 
dividend rate are shown. L’ Energie industrielle, compagnie de pro- 
duits chimiques (Pechiney), Dollfuss-Mieg et Cie, and Etablisse- 
ments Kuhlmann exemplify important companies that make high- 
ly varying and sometimes enormous amortization charge-offs to 
net constant earnings. Kuhlmann in the combined years 1935-36 
charged off 18 per cent of its entire plant valuation, devoting 
thirty-six millions of fifty-six millions gross profit to this item. 
These write-downs are not detailed in income statements and may 
only be deduced from reconciling successive annual balance 
sheets. No salaries are publicly reported; the only data thereon 
are given confidentially to the revenue authorities for tax pur- 
poses. The remuneration of nonmanaging directors is not fixed 
(excepting the 100-1,000 francs meeting fees). However, most 

18 Décrets du conseil des ministres, October 30, 1935. 

% Admission a la cote officielle, Paris, June 30, 1930. 


77 French Code of Commerce, arts. 34 and 35; Décrets du conseil des ministres, 
October 30, 1935, and August 31, 1937. 
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company bylaws provide for a stated proportion of the annual net 
earnings to be paid to the board in lump sum, the directors deter- 
mining the manner of the division of such total amount among 
themselves. 

German reporting has been considerably enlarged by the de- 
crees of 1931 and 1932 and by the 1937 company law, which 
specify the contents of the balance-sheet and profit-and-loss state- 
ments, and compel independent auditing; general and specific 
comment on company affairs, including participation in a cartel 
or other combine, must be made. Directors’ remuneration must 
be given. But great opportunity for concealment is afforded by 
the broad permission given the directors to withhold information 
both in statements and at meetings “‘in accordance with the com- 
pany’s predominant interests,” including, specifically, preserva- 
tion of its competitive position.” 

The Dutch Law for limited-liability companies, as amended in 
1934, leaves almost complete discretion to management as to the 
content of the annual report. An absolute minimum of detailed in- 
formation regarding the balance sheet and earnings has resulted. 
Appraisal of the profits is obscured particularly by the arbitrary 
handling of reserves. Customarily two sets of reserves are created 
from gross income. One of these roughly corresponds to the usual 
American depreciation and obsolescence allowance. The other re- 
serve, however, is raised by additional allocation of profits to spe- 
cial purposes, its size being varied in correlation with fluctuations 
in gross income.’? For most companies the size of these deduc- 
tions is not discernible.*® No sanctions are imposed on holding- 

7 Cf. Corporation Law of 1937, sec. 128, par. 112, and Criminal Code, sec. 
260(a). 

® Philips Gloelampenfabrieken has made the following varying annual write- 


offs of plant before net income: - 
Warre-Orr a 
Guilders Guilders 

90, 700, 000 
90, 700,000 
88, 700,000 
68 ,000 ,c00 
68 ,000 ,c00 


% Cf., e.g., statements of Nederl. Kabelfabriek, Nederl. Gist-en Spritus Fabriek, 
Nederl. Sheepsbouw Mij. 
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company accounting. As in the other European countries, Dutch 
reporting is characterized by incompleteness rather than affirma- 
tive untruth. 

The sole European approach to those controversial provisions 
of the Securities Exchange Act which require timely publicity 
about the personal-security transactions of officers, directors, and 
large stockholders, is the provision in England and France for 
annual filing of a complete list of shareholders. But even this de- 
vious way of ascertaining ownership change is nullified by the 
ready opportunity to conceal the identity of beneficial interests in 
nominees’ names, and additionally in France by predominance of 
bearer shares. German law merely prescribes inclusion of the 
names of all the members of the board of managers and the chair- 
man of the board of directors on letterheads, without reference to 
their shareholdings.* 


SUPERVISION OVER CORPORATE ADMINISTRATION 


There are few counterparts abroad—particularly in the liberal 
countries—of the so-called corporate provisions contained in re- 
cent American federal securities legislation. There are no equiva- 


lents of the Chandler Act directing the S.E.C. to participate in 
reorganization proceedings, of the Barkley Bill giving the com- 
mission control over corporate indentures, or of the Lea Bill ex- 
tending supervision over debt readjustment and proxy solicita- 
tion. 

A proxy in England may be given to any fellow-shareholder. 
Ordinarily it need not be specific. In the event of capital reor- 
ganizations a company must seek the court’s approval either 
before or after it has submitted the plan to the shareholders. 
When the shareholders’ meeting precedes such submission to the 
court, an indefinite form of proxy is used; when the meeting fol- 
lows, the proxy is sent out under the direction of the court and 
requires a “yes” or “no”’ vote. In reorganization disagreements, 
75 per cent of the shareholders in value, if this represents a ma- 
jority in numbers, is controlling. After shareholder approval the 


8: Company Act of 1937, secs. 100 and 128. 
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plan goes to the court for its indorsement and for anyone’s objec- 
tion on the merits. The courts have on occasion upset important 
plans, e.g., those of the Union Storage, Dorman-Long, and Royal 
Mail Companies, but there is no intervention by any administra- 
tive body. 

The new American methods of proxy supervision would be 
irrelevant in the Continental countries, where shares are so pre- 
ponderantly held outside the beneficial owners’ names. In Ger- 
many most shares are still in bearer form and/or held in custody 
by the banks, who may vote them with the owners’ authoriza- 
tion. Such bank influence does not prevail in France—a differ- 
ence that is accentuated by abstention of the commercial banks 
from security loans. Although voting rights have been techni- 
cally guaranteed by a Chautemps decree,** management’s actual 
contact with shareholders is severely restricted by the prevalence 
of the bearer form of shares. A Laval decree affords mild pro- 
tection to bondholders in giving them the prerogative to group 
themselves and to be recognized legally and civilly.* 

The S.E.C.’s executive supervision over trust indentures pro- 
posed in the Barkley Bill has no approach in England. Most 
British trust deeds exempt the trustees from liability for damages 
and have the broadest exculpatory clauses. And, as was exempli- 
fied in the Royal Mail Company’s setup, there is no bar against 
a conflict of interests and duality of obligations. The Prudential 
Assurance Company was trustee for the first debentures at the 
same time that it was a holder of the preference shares of that 
Company. Directors themselves sometimes act as trustees. 
Banks frequently are general creditors as well as trustees. As- 
sets may be mortgaged away without disclosure to the trustee 
or to the stock-exchange authorities. Even should they take the 
initiative, debenture holders cannot get the pertinent informa- 
tion. Neither may they initiate any proceedings against company 
officials. 

Dealing in their own shares by companies proper is closely con- 
trolled in England, France, and Germany. A general sanction 


® Decree of August 31, 1937, art. 10. 83 Decree of October 30, 1935. 
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against this is provided in the English civil code. The British 
Companies Act prevents circumvention by further forbidding 
companies to provide assistance to third persons for the indirect 
purchases of their shares, except in the case of bona fide employ- 
ees’ stock-purchase plans.** In Germany, the purchasing of its 
own shares by a company has been frowned on since the 1931 
crisis. The Companies Act of 1937 states that, except in formal 
reductions of capital, a company may not purchase its stock un- 
less for “the necessity of averting serious damage to the com- 
pany.” In the latter event a maximum of 1o per cent may be 
purchased; all such transactions must be disclosed in the annual 
report with the acquired shares listed as a balance-sheet asset.*s 
In France companies must get their shareholders’ authorization 
before buying shares. 


THE GENERAL RESPONSIBILITIES OF DIRECTORS AND AUDITORS 


In view of the current agitation in America to tighten the re- 
sponsibilities of directors and auditors, relevant European experi- 
ence is highly significant. 

Directly contrary to popular assumption, the difficulty of 
achieving directorial responsibility and proper qualification has 
been found to be fully as great in England as here. As has been 
explained in an earlier section of this paper, the British legal 
responsibilities are very vaguely prescribed, and good practice 
therefore depends on proper etiquette rather than accountable 
trusteeship. The genesis of abuse lies in the attributes which mo- 
tivate initial selection for service. Particularly for prospectus 
purposes, boards are dressed up for snobbery appeal. For ex- 
ample, the following “want ad” appeared in the Daily Telegraph 
of London: A titled gentleman is wanted to communicate with a 
progressive company with a view to installing him as a director. 
Write A., Box 10,161.*° 

The exploitation of names from the nobility is evidenced in 


4 Corporation Law of 1937, sec. 45. 
§s [bid., sec. 131. % October 4, 1932. 
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the following recapitulation of nonmanaging directorates held by 
the peerage, all of them being in nonfinancial companies :*’ 


Total number of British peers 
Total number of peer-directors 
Number of their directorates 


‘ 


Sometimes a man with a “good name,” knowing nothing 
about the business and even without residence in the country, 
is set up as chairman with the principal duty of reading the an- 
nual speech, which has been written out for him, to the share- 
holders. 

Such motivation for selection has been commented on by the 
judiciary; Lord Justice Scrutton said in the Court of Appeal: 
“The company promoter wants a man whose name will appeal to 
the public and who does not know too much about the business. 
The name will attract capital—the company promoter will do the 
rest.”** The senior official receiver, H. E. Burgess, gave testimony 
along the same lines before the Greene Committee: “I so fre- 
quently find they [directors] are expert in nothing at all. They 
have merely got a nice-sounding name to put on the prospectus. 
They can offer nothing but that name or the acquaintances they 
have who can be induced to put up the capital.’’*® 

The receiver further testified as to nondirection by directors: 
“There is a dominating director, and the other directors do not 
perform any functions at all but just sign where they are told to 
sign, and I find in fact that minutes are recorded where there has 
never been any meeting of the directors at all—minutes are dic- 
tated by the presiding person, the principal director. 


7 Sources: T. Skinner, Directory of Directors (London), Burke’s Almanac, and 
Whitaker's Almanac (London). 

*§ From transcript of judgment re Combined Pulp and Paper Mills Ltd., June 30, 
1932, pp. 35-36, taken by Corfield & Hersee, London; cf. also opinion of Mr. 
Justice Romer re City Equitable Insurance Co., 1925, ch. p. 444. 

* Minutes of Evidence: Departmental Committee of Enquiry into the Companies 
Acts, q. 582; also testimony of Messrs. Harold Brown & A. Topham, qq. 1224-41. 


% Tbid., q. 479. 
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The large boards of the following banks, insurance companies, 
and railroads, again indicate individual directorial irresponsi- 
bility: 

INSTITUTION No. Directors 
Lloyds Bank Ltd 
Barclays Bank Ltd 
Midland Bank Ltd 
Westminster Bank Ltd 
National Provincial Bank Ltd 
Law Fire Insurance Soc., Ltd 
London & Northeastern R’w’y Co 


It may be recalled that Herbert Hoover held simultaneous mem- 
bership in thirty-three British directorates.” 

Restriction of directors’ conduct in France is derived almost 
exclusively from the general provisions of the civil and criminal 
codes. A Laval decree makes directors criminally liable if they 
wilfully present a false balance sheet with the proved intent to 
hide their company’s true condition, or if they declare dividends 
from fictitious earnings.” Rather interesting in view of the gen- 
eral laxity is a recent decree banning all mention in prospectuses 
of titles of the nobility or of government citations (specifically 
including the Legion d’honneur).% 

In Germany the shareholders select the board of directors 
which in turn chooses a board of managers. A manager’s term 
is five years and renewable. The managers make an annual re- 
port which must be approved by the directors before its sub- 
mission to the shareholders; in the event of controversy the share- 
holders have the final decision.** The technique of dictatorship 
is extended to company management in that the board of man- 
agers may consist of an individual ‘‘Fuehrer” and the board of 
directors may transfer all responsibility to its chairman. 

The law curbs remuneration by providing that salaries, profit- 
sharing arrangements, and commissions of managers and directors 

% Cf. Fortune, August, 1932, p. 33. 

% Décrets du conseil des ministres, August 25, 1937, arts. 2 and 4; and French 
Penal Code, art. 405. 

93 Décrets du conseil des ministres, January 11, 1936. 

% Corporation Law of 1937, sec. 125. 98 Ibid. 





FINANCIAL REGULATION ABROAD 487 


must be in reasonable relation to their services as well as to their 
company’s condition.% Loans to all employes, specifically includ- 
ing directors and managers, require the formal consent of the 
board of directors.*? Directors are generally charged with civil 
liabilities for maintenance of conscientious and ordinarily prudent 
conduct. 

In contrast to the spirited controversy in America over the Se- 
curities Exchange Act’s sanctions against unfair use by com- 
pany “insiders” of information,” there is no prohibition against 
trading in their company’s securities by directors in any Euro- 
pean country, either on the long or short side of the market. 

Although European countries have for some time fastened 
greater legal responsibilities on auditors than has the United 
States, the auditors’ status there harbors similar difficulties. 
British law has provided for the choice of the auditors by the 
shareholders. This procedure has also been embodied in some of 
our state laws®® and is now being voluntarily adopted by many 
of our companies.’ It is hence significant that direct election of 
auditors in England has operated as a purely technical privilege, 
their confirmation after nomination by the directors being a mere 
formality. As in the United States, their primary allegiance is 
to the directors rather than to the shareholders, reinforced by un- 
willingness to bite the hand that feeds them. Legally the auditors 
are liable to the company—but not to the shareholders individ- 
ually—for proven breach of duty.*™ 

Although the Companies Act gives the auditors the right, but 
not the obligation, to attend annual company meetings,’” in 
practice there is neither formal nor informal contact between the 
auditors and shareholders, excepting the very rare cases of anti- 
company action by shareholders and in reorganizations. The 
auditors need not report on the profit-and-loss account, although 


% Tbid., secs. 78 and 98. 97 Ibid., sec. 80. 98 Sec. 16. 

% General Corporation Law of Pennsylvania, 1933, sec. 318. 

100 E.g., Radio Corporation, American Can, International Salt, American Chicle, 
United Aircraft, and Amerex companies. 

*t Cf. London & General Bank case, 1895, 2 Chancery 673. 


Sec. 134(3). 
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they must audit the balance sheet that is returned. General ir- 
responsibility of the auditors toward the correctness of the bal- 
ance sheet was emphatically attested to before the Greene Com- 
mittee by various eminent accounting authorities.’ 

French law places great reliance on company auditors, regu- 
lating them by criminal statute. They are technically appointed 
by the shareholders; that is, they are chosen by the company 
officers and the choice is ratified by the stockholders at the annual 
meeting. At least one of the auditors must be taken from a 
panel designated by the court of appeals, which body likewise 
fixes their fees.'°* This panel consists mostly of professional ex- 
perts comptables who hold a state diploma. Despite their periodic 
election by the shareholders, the auditors are thoroughly self- 
perpetuating; during the last years of depression it often hap- 
pened that a company being reorganized would change its board 
of directors but retain the same auditors. They are legally charged 
with certifying the accounts of all companies having public issues 
outstanding and with furnishing information requested at annual 
meetings; and they may call a special meeting at any time. In 
practice, however, they are exceedingly discreet except in case of 
company catastrophe. 

In Germany all balance sheets and income accounts must be 
certified by independent auditors licensed by the state and chosen 
by the shareholders. 

In the Netherlands there are no sanctions regarding auditors’ 
or directors’ practice except as it may run afoul of the general 
criminal statutes. 

In view of the great discretion granted as to the content of bal- 
ance sheet and income statements in all countries, legal prescrip- 
tion of the method of making the audit naturally is imprac- 
ticable. 

103 Minutes of Evidence: Departmental Committee of Enquiry into the Companies 
Acts, qq. 627-45 (Sir William MacLintock), qq. 1290-94 (A. Topham). 


104 Penal Code, law of July 24, 1867, art. 33; and Décrets du conseil des minis- 
tres, August 31, 1937, arts. 6, 7, and 10, and of August 8, 1935. 
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REGULATION OF STOCK EXCHANGE AND 
OVER-THE-COUNTER TRADING 

In the United States—because of constitutional and adminis- 
trative limitations—the great preponderance of government in- 
tervention is confined to operations occurring on the organized 
exchanges. The S.E.C. has attained the strictest control over the 
exchange markets—having the power inter alia to impose com- 
plete trading rules and to determine listing of issues. In Europe, 
on the other hand, the independent authority of the stock ex- 
changes remains practically absolute. Where foreign governments 
exceptionally concern themselves with exchange activities, they 
are motivated by timely exigencies of public policy—never solici- 
tude for the individual speculator. 

Ever since a royal commission investigating the London Ex- 
change in 1877 found that “it should be left free to continue its 
honest and upright service,’’ sporadic suggestions for government 
interference in stock exchange affairs or for chartering have in- 
variably resulted in vigorous reapprobation of its independence. 
The American government’s intimate concern with trading me- 
chanics and its minute statistical researches on market processes 
are wholly incomprehensible to London. Interference on the order 
of the S.E.C.’s invocation of criminal penalties against undesired 
short-selling is unimaginable. In England, excepting for minor 
provisions of the criminal code and the Gaming Act of 1845, there 
are no legal sanctions relating to exchange dealings. The exchange 
operates as a private institution under a deed of settlement drawn 
in 1875. The courts have always refused to interfere with the ex- 
changes’ own rules or their relations with their own members. A 
client has no right of legal defense against an exchange rule unless 
it is both illegal and unknown to him. 

Internally the London Stock Exchange remains a veritable 
club. Heading its administration are the owning proprietors and 
the Committee for General Purposes, to whom nine trustees and 
managers are responsible. The thirty members of the Committee 
for General Purposes have automatic discretion over the framing 
of all regulations, the settlement of disputes, the making, mark- 
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ing, and honoring of bargains, and the exchange’s general ad- 
ministration. It has been charged that on occasion the subjective 
interests of the proprietors conflict with the public’s interests 
and, consequently, professional remunerated management as 
under the reorganized American system has been advocated.'’s 
Such proposals have been generally disapproved. The clerks and 
some full-time executives, as the chairman of the Share and Loan 
Committee, are remunerated nonmembers, but the officers, in- 
cluding the chairmen of the Committee for General Purposes and 
the Governing Committee, are all exchange members serving 
without pay; the trustees and managers are likewise unremuner- 
ated members. 

Admittance to membership as well as annual re-election re- 
mains entirely within the discretion of the Committee for General 
Purposes. The existing number of members’” varies continually 
with the committee’s discretionary additions from the waiting list 
of clerks. 

The exchange ordinarily has exclusive authority over the list- 
ing and delisting of securities which, as we have noted, is ex- 
tremely important in connection with the distribution of new 
issues. The exchange does not impose any formal rules curbing 
its brokers or jobbers. Even the setting of minimum prices during 
the war-scare panic of September, 1938, was not done at the be- 
hest of the Stock Exchange Committee, but was voluntary on the 
part of the jobbers. 

Genuine segregation of broker and of dealer functions, con- 
trary to wide impression, is nonexistent in England. Translated 
to the terms of the American scene, the house membership is 
merely classified occupationally as specialist or as commission 
broker and floor trader. Brokers frequently function as princi- 
pals, and jobbers as agents, both on and off the exchange. 

British laxity in transaction-reporting is in sensational con- 
trast to America’s highly geared ticker system where every price 
is officially recorded and minutely scrutinized by exchange and 

#5 Cf. F. Gowyn and H. Parkinson, Financial and Stock Exchange Reform 
(London, 1931). 

1° Usually approximating four thousand. 





FINANCIAL REGULATION ABROAD 491 


S.E.C. officials. It is entirely optional with the broker and the 
jobber whether a transaction shall even be “marked.” The list 
of the day’s markings is not distributed until after the markets 
close. The only reporting during trading hours consists of the 
printing of the more important bid-and-asked quotations on the 
private ticker service of the Exchange Telegraph Company. 
Again the client’s protection is vested in his broker, and personal 
ethics and jealousy of reputation—in lieu of codified government 
or exchange rules—are entirely relied on to prevent abusive con- 
duct. 

Ever since 1697 when a law against stock-jobbing and manipu- 
lation by outside brokers was passed,'*? whatever reform has been 
agitated has been directed at extra-exchange activities. The 
Companies Act bans house-to-house solicitation (although leav- 
ing unhindered use of the telephone, telegraph, post office, and 
financial press), and the new sharepushing legislation previously 
described is directed at the increased hawking of participations 
in pools gambling in shares, commodities, and soy-bean farms 
outside the stock exchange. 

Although the Paris bourse technically is governed by a civil 
law of 1890, as amended in 1898,’ it actually operates under its 
own bylaws, which—after the Roman system—are clothed with 
legal force. The seventy agents de change constituting the mem- 
bership are ministerial officers and agents of the government,’ 
but only technically. A single old law against price manipulation 
has never been invoked. Likewise the minister of finance and 
secretary of the treasury retain the formal prerogative of denying 
new listings,“° but, with the exception of foreign issues, have 
never used it. In fact, except at times of national monetary 
crisis, the exchange is entirely self-governing. 

In France, also, trading regulation is directed at extra-exchange 
activities. Trading outside of the exchange in listed issues is a 
criminal offense; brokers attempting to transact over-the-counter 

"7 Cf. Sir Stephen Killick, The Work of the Stock Exchange (London, 1934), p. 14 

'°8 Décret du 7 octobre, 1890, portant réglement d’administration publique. 

‘* French Penal Code, art. 405. 

"0 Décret du février 6, 1880; Décret du 1°” décembre, 1893. 
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business during exchange holidays have been unceremoniously 
chased by the police. Moreover, canvassing by all except stock- 
exchange members and bank employees is forbidden ;™ the banks 
thus provide the only distributing agency for nonlisted issues. 
They are held civilly responsible for their canvassers’ errors. The 
banks’ importance in distribution is in marked contrast with the 
American segregation of commercial banking and securities activ- 
ities as effected by the Banking Act of 1933. Although investment 
counsel activities on the American scale have not appeared, all 
unlicensed advisory activities are barred.” 

In the Netherlands specific stock-exchange law was technically 
initiated with the closing of the exchange at the outbreak of the 
World War. Now government intervention is confined to the min- 
ister of finance’s prerogative to close the market for holidays and 
to supervise listings which, except in banning foreign issues, has 
not been invoked in five years. The exchange authorities impose 
no restrictions on members’ trading activities; personal ethics and 
the general law are relied upon. Price-reporting is done on tickers 
in Amsterdam and the Hague but carry only those prices which 
the exchange specialists care to report. Over-the-counter activity, 
which is negligible, is regulated only by the general provisions of 
the criminal law. 

The German Stock Exchange is a government body supervised 
by astate commissar. Although it is chartered, no regulations over 
the mechanics of trading are enforced by the central authorities. 
A professional over-the-counter market in the American sense is 
nonexistent and only listed issues are sold to the public either on 
or off the exchange. Hence all security distribution remains with- 
in the purview of the exchange’s listing requirements. 


CONTROL OF STOCK-MARKET CREDIT 


Stock-market credit technique in Europe constitutes another 
vital point of contrast with American methods and philosophy. 
There is not the slightest counterpart in any European country 


1 Décrets du consesl des minisires, August 8 and October 30, 1935. 
112 Décrets du conseil des ministres, October 30, 1935. 
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of the Federal Reserve Board’s formal and minute regulation of 
security loans—not to mention the Board’s influence on prices." 
The public’s margin-trading does not require so great paternalistic 
direction; it is traditionally narrower and more professional than 
in the United States. 

Except for informal cautioning by the Bank of England under 
exceptionally urgent exigencies, British banks and brokers en- 
counter no official interference whatever in their security-loaning 
operations. Brokers have complete discretion in fixing their 
clients’ margins. Whereas margin requirements in America have 
always been automatically calculated on a purely arithmetical 
basis, the English broker is guided by each client’s respective 
general-credit standing, his character, and miscellaneous personal 
elements motivating his speculative proclivities. A London broker 
will refuse a proffer of 50 per cent margin from a person unknown 
to him; on the other hand, he may carry a client of good standing 
without any collateral until the next bi-weekly settlement, and 
thereafter with 25 per cent or less. British technique is concerned 
with the borrower’s individual welfare, in contrast to the Ameri- 
can law’s emphasis on protecting the national economy from mar- 
ket volatility and credit debauch."* “How much can you really 
afford to gamble?” rather than the traditional American approach 
of “What can you put up?” is the British lender’s guiding con- 
sideration. In their own trading activities stock-exchange mem- 
bers get credit according to the prevalent unsupported opinion of 
their approximate means. 

In France the government does not intervene in private col- 
lateral-lending operations, except at times of national emergency. 
A stock-exchange committee fixes minimum margin requirements, 
adjusting them in accordance with prevalent degrees of specula- 
tive activity. Exchange dealings are settled on either a cash or 


"3 T.e., by correlating margin requirements with market swings through revi- 
sions of loan values ordered February 1, 1936, and October 27, 1937. 

"4 Cf. Report of Committee on Banking and Currency, S. Res. 84 (U.S. Senate), 
June 6, 1934, p. 11; Hearings Before Committee on Banking and Currency, S. Res. 84 
(testimony of T. G. Corcoran), pp. 6469-95; C. H. Meyer, The Securities Exchange 
Act of 1934 (New York, 1934), Pp. 49. 
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term basis; officially listed securities being settled fortnightly, 
and coulisse issues monthly. The public’s money is thoroughly 
safeguarded by the members’ mutual guaranty fund. The com- 
mercial banks traditionally refrain from security loans. 

The Netherlands government likewise does not interfere with 
stock-market credit. Stock-exchange dealings are conducted 
under a technical four-day settlement rule, which is loosely prac- 
ticed. Subsequent to the settlement day, credit is extended in 
either of these two ways: 

1. Call money is extended against collateral to exchange members by banks 
or money brokers. Exchange rules require clients to post and maintain on 

a daily basis 10 per cent on government bonds and 20 per cent on other 

securities. 

. With so-called “prolongation” money, the brokers receive the loan for a 
term of one month with the privilege of prepayment after two weeks. The 
margin ratios prescribed by the exchange are controlling on these loans 
also. 


In Germany all stock exchange transactions have been for cash 
settlement since the bank holiday of 1931. Even before that time 
security loans were divorced from the trading market, as they were 
made by the banks directly. The banks’ policy on the liberality of 
these loans, as in England and France, has always been based on 
personal credit standing rather than on the routine valuation of 
collateral. German security loans now are negligible. 

Despite the great informality surrounding stock-market credit 
in foreign countries, broker insolvency has, as in America, been 
extremely rare. There has been no need for governmental restric- 
tion of the commercial banks which, unlike United States institu- 
tions, have always voluntarily kept free of involvement in stock 
speculation. Thus in credit operations also, self-imposed restraint 
suffices and laissez faire is seen at its best. 


SUMMARY AND CONCLUSIONS 


The foregoing inquiry leads to the following deductions: 
The divergences between the American and European process- 
es of financial regulation are fundamental and all-inclusive. 
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They arise from traditional national differences in tempera- 
ment, in personal ethics, in attitude toward the formal law, and 
in the concept of society’s obligation to the investor and specula- 
tor, and from European skepticism of both the effectiveness and 
social benefit of strict legal regulation. 

All European countries uphold caveat emptor as being of far 
greater practical effectiveness than are minute formal sanctions; 
moreover, fear of hindering honest business prompts the con- 
tinuation of laissez faire and government nonintervention in pri- 
vate financial activities. 

Both the obligation and the possibility of protecting the indi- 
vidual in his security-trading activities are denied. 

Government intervention in stock exchange phenomena occurs 
only in response to the immediate exigencies of a national political 
or financial crisis. 

Legal regulation is derived from specific securities and com- 
panies laws combined with the general criminal and civil codes. 

The specific laws (including the British Companies Act) are 
extremely lax and incomplete—particularly in comparison with 
the New Deal’s financial legislation. Nearly all the basic provi- 
sions of our federal securities acts are without counterparts 
abroad. 

Dissemination of information, the cornerstone of investor pro- 
tection in America, is grossly neglected both in law and in prac- 
tice. 

Official regulation of speculative credit operations is nonexist- 
ent. 

The absence of a central administrative body with executive 
power—like the Securities and Exchange Commission—in render- 
ing the existing legal sanctions inflexible, accentuates their short- 
comings. 

These deficiencies in formal regulation are partially repaired 
by the informal sanctions derived from the control authoritatively 
exerted by stock-exchange authorities, from supervision extended 
by the large bankers and other private financial leaders, and 
from informal discretionary direction by government officials. 
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In England good practice is derived chiefly from the individ- 
ual’s strict, unwritten ethical code and self-imposed discipline 
and from his voluntary restriction of conduct well within the con- 
fines of the technical law. Etiquette compensates considerably for 
the absence of legally accountable trusteeship. 

The predication of such constructive conduct as exists abroad 
on elements peculiar to wholly different national temperament 
and psychology makes foreign regulatory technique wholly un- 
suited to the existing American scene. 

The desideratum for the United States rather seems to be a 
combination—in so far as they are not mutually exclusive—of 
the British code of voluntary ethics and self-restraint with our 
thorough legal sanctions and administrative supervision. 





THE FEDERAL TRADE COMMISSION ACT AS 
AMENDED IN 1938 
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E original Federal Trade Commission Act was passed 
in 1914." For nearly a quarter of a century the Federal 
Trade Commission, operating under its terms and those 

of the Clayton Act,? has sought to remove monopolistic elements 
and undesirable competitive practices from the economic sphere. 
But for years it has been apparent from the commission’s experi- 
ence under the statute that modifications would be necessary to 
enable the commission to carry on its work most effectively. 
However, it was not until 1938 that amendments, embodied in 
the Wheeler-Lea Act,’ were finally passed. 

Changes effected by the amending statute relate both to the 
substance of the law concerning unfair trade practices and to 
procedural matters. Two objectives prompted the substantive 
changes in the law. The first was to broaden the authority of the 
commission over unfair trade methods by extending its jurisdic- 
tion to all acts or practices which are deceptive or unfair regardless 
of whether competitors are adversely affected by them. The sec- 
ond purpose was to provide the commission with more effective 
control over the false advertising of food, drugs, devices, and 
cosmetics. As regards procedure, the objective was to strengthen 
the machinery for the enforcement of the commission’s cease- 
and-desist orders.‘ The nature of these amendments, the reasons 


* Public No. 203 (63d Cong.), approved September 26, 1914. 

? Public No. 212 (63d Cong.), approved October 15, 1914. 

3 Public No. 447 (75th Cong.), approved March 21, 1938. 

4 Minor changes in the provisions of the Federal Trade Commission Act are as 
follows: 

a) Upon the expiration of a Commissioner’s term of office, he shall continue to 
serve until his successor has been appointed (sec. 1); 

b) The inclusion of a trust in the definition of “corporation,” the clarification of 
the definition of ‘“documentary evidence”’ to include books of account and financial 
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for making them, and their probable effect will be considered in 
this paper. 


FAILURE TO AMEND INVESTIGATORY POWERS 
OF THE COMMISSION 


But before discussing these changes in the statute, it may be 
well to note that attempts to amend the sections of the act relat- 
ing to the general investigatory powers of the commission were 
not successful.’ A major deficiency of the commission’s perform- 
ance has been its impotence in obtaining information in its purely 
fact-finding investigations because of the limitations placed upon 
it by the courts. When performing an investigation under a 
resolution of Congress, some measure of success has been achieved 


and corporate records, the inclusion of the Communications Act of 1934 in “‘Acts to 
regulate commerce,” and the inclusion of the Clayton Act in ‘‘Antitrust Acts” 
(sec. 4); 

c) The substitution of the broader term “evidence” for “‘testimony” in the pro- 
vision that “the findings of the Commission as to the facts, if supported by evidence, 
shall be conclusive” and provisions relating to the transcript of the record, the 
exemption of persons and corporations subject to the Packers and Stockyards Act, 
1921, from the provisions of sec. 5, and permission to serve processes at the residence 
of a respondent (sec. 5). 


5 Broad powers of investigation are delegated to the commission in terms which 
on their face appear to be clear and unambiguous. The commission is authorized 
“‘to gather . . . . information . . . . and to investigate from time to time the organi- 
zation, business, conduct, practices, and management of any corporation””’ (sec. 6[{a]); 
“to require . . . . corporations... . to file . . . . annual or special reports or answers 
in writing to specific questions” (sec. 6[b]; to investigate “upon the direction of the 
President or either House of Congress . . . . any alleged violations of the antitrust 
Acts”’ (sec. 6[d]); to “‘have access to. ... any documentary evidence of any cor- 
poration being investigated” (sec. 9); and “‘to require by subpoena the attendance 
and testimony of witnesses and the production of all such documentary evidence re- 
lating to any matter under investigation”’ (sec. 9g). 


6 For discussions of the commission’s experience with the courts and the legal and 
constitutional issues involved see Thomas C. Blaisdell, Jr., The Federal Trade Com- 
mission (New York, 1932), chap. viii; David E. Lilienthal, ““The Power of Govern- 
mental Agencies To Compel Testimony,” Harvard Law Review, XXXIX (1926), 
694; Milton Handler, ‘‘The Constitutionality of Investigations by the Federal Trade 
Commission,” Columbia Law Review, XXVIII (1928), 708; Myron W. Watkins, 
“An Appraisal of the Work of the Federal Trade Commission,” Columbia Law Re- 
view, XXXII (1932), 272. 
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in compelling unwilling firms to supply information.’? However, 
in order to assure full authority to obtain data with respect to 
conditions and practices in industry, certain amendments were 
submitted in the original Senate bill* which clarified and in some 
degree extended the investigatory powers of the commission. It 
was proposed, among other things, that section (6a) be amended 
so as to make it clear that investigations into the organization, 
practices, and management of interstate corporations could be 
undertaken either upon the direction of the President or Con- 
gress or upon its own initiative, and that the power to investigate 
and gather information be extended to persons and partnerships 
as well as corporations. The former change was suggested in 
order to remove any doubt that the investigatory powers could 
be utilized to achieve the general objectives of trade regulation 
without the commission’s first having to institute legal proceedings 


7 See Federal Trade Commission v. Millers’ National Federation, 47 F. (2d) 428 
(1931), in which the Court of Appeals of the District of Columbia upheld the com- 
mission’s power to subpoena the attendance and testimony of witnesses in an in- 
vestigation of the flour and bread industry conducted pursuant to a resolution of the 
Senate. Since the Senate had ordered the investigation for the information of Con- 
gress, the Senate resolution was held to have been tantamount to a delegation of the 
power to obtain information invested in the Senate itself. The court did not decide 
whether the production of documentary evidence could be compelled, although the 
Millers’ Federation subsequently delivered to the commission all the documents 
called for in the subpoenas duces tecum (Annual Report, 1931, p. 84). 

Also, in Federal Trade Comm. v. Smith, 34 F. (2d) 323 (1929), the district court 
considered the commission’s power to issue subpoenas in the investigation of the 
electric power and gas industries pursuant to a Senate resolution. The court sus- 
tained the power of the commission to require the attendance of witnesses for oral 
testimony, interstate commerce being assumed as to part of the business of the 
Electric Bond & Share Co., but denied authority to subpoena books and papers in a 
fact-finding inquiry until Congress had enlarged the commission’s powers. 

And, further, see Federal Trade Commission v. National Biscuit Company, 18 F. 
(Supp.) 667 (1937), in which a district court granted a writ of mandamus requiring 
the company to supply data sought in a questionnaire issued in connection with its 
investigation of agricultural income authorized by a joint resolution of Congress. 
It was held that the power of the commission to obtain information under sec. 6 is 
not confined to disclosures relating to breaches of the law, but extends to information 
which is relevant to future legislation on subjects which are within the jurisdiction 
of Congress. 


°S. 3744 (74th Cong., 2d sess., 1936). 
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or obtain formal authorization from Congress or the President.® 
It would also have specifically authorized Congress and the Presi- 
dent to direct the commission to undertake any fact-finding in- 
quiry, such specific authorization now being limited to investiga- 
tions relating to alleged violations of the anti-trust acts. The latter 
suggestion was grounded on the fact that persons and partner- 
ships as well as corporations can carry on practices which are 
unfair or detrimental to the economy and should therefore be 
subject to investigation.’® 

A new section designed to give the commission all the authority 
which Congress itself may exercise in getting information for pur- 
poses of legislation was to be added. It read as follows: “The 
Congress hereby confers upon the Commission so much of the 
auxiliary power of Congress to obtain information in aid of legis- 
lation as may be necessary to enable the Commission to carry 
out the provisions of section 6.”"* Since the commission functions 
as a legislative agency in making investigations and reports for 
the information of Congress,” it was regarded as desirable that 
power to obtain data be explicitly conferred. When functioning 
under the terms of a specific congressional resolution the courts 


9 Letter of Commissioner G. S. Ferguson to Senator Wheeler, dated February 11, 
1936, Senate Hearings on S. 3744 (74th Cong., 2d sess., 1936), pp. 5-0. 

1° Jbid. Persons and partnerships were to be included in other parts of secs. 6 and 
9 for like reasons. 

™ Sec. 6(i). In 1929 the commission recommended that Congress delegate its 
auxiliary power of investigation in aid of legislation, including the power to subpoena 
witnesses and compel the production of books and papers, but with certain restric- 
tions. It said: “‘A specific delegation of such power, limited to the general scope of 
matters now committed to the commission by its organic act and to be exercised only 
upon the direction of either House of Congress, would greatly facilitate the work of 
the commission in conducting the general business inquiries which have been fre- 
quently directed by either the Senate or House of Representatives” (Annual Report, 
1929, Pp. 29). 

2 The Supreme Court recognized this view when in Humphrey’s Executor v. 
United States, 295 U.S. 602, 628 (1935), it said: ‘The Federal Trade Commission is 
an administrative body created by Congress to carry into effect legislative policies 
embodied in the statute . . . . and to perform other specified duties as a legislative 
or as a judicial aid In making investigations and reports thereon for the in- 
formation of Congress under section 6, in aid of the legislative power, it acts as a 
legislative agency.” 
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have been prone to uphold the commission’s power to compel dis- 
closure of information."? An explicit authorization would elimi- 
nate dependence upon particular resolutions and would enable the 
commission to exercise the same authority in any investigation 
regardless of origin. And to clarify further, section 9 was to be 
amended so that the commission could subpoena witnesses for 
oral testimony and examine and subpoena documentary evidence 
“relating to any matter or any person, partnership, or corpora- 
tion being investigated by it under section 6.” There is no doubt 
that Congress originally intended that this power should be ex- 
ercised by the commission," but in view of the uncertainty arising 
from court decisions it was believed that it should be made ab- 
solutely clear that the power of subpoena could be utilized in all 
general investigations, both those directed by Congress and those 
initiated on its own motion, and that it included documentary 
evidence as well as testimony of witnesses. 

These proposed changes in the statute were vigorously opposed 
by representatives of business on the grounds that it was unsound 
policy to delegate such broad investigatory powers to an adminis- 
trative tribunal and that the exercise of such powers in fact-find- 


ing investigations was precluded under the federal Constitution.’ 
Nevertheless, the Senate passed the bill incorporating the changes 
in the investigatory powers, with the exception of the provision 
conferring upon the commission the auxiliary power of Congress 


"3 See n. 7, p. 499. 

™ Handler, “‘The Constitutionality of Investigations by the Federal Trade Com- 
mission,”’ op. cit., pp. 722-33. 

*s See testimony on behalf of the National Association of Manufacturers, Senate 
Hearings on S. 3744, pp. 92-95 and House Hearings on S. 3744 (74th Cong., 2d sess., 
1936), pp. 33-52; on behalf of the Chamber of Commerce, Senate Hearings on S. 3744, 
pp. 44-48; and on behalf of the American Newspaper Publishers’ Association, ibid., 
Pp. 54-65. 

Much was made of the decisions of the Supreme Court in Harriman v. Interstate 
Commerce Commission, 211 U.S. 407 (1908), and Federal Trade Commission v. 
American Tobacco Co., 264 U.S. 298 (1924), in which the statutory provisions were 
so construed as not to authorize compulsion of information in the fact-finding in- 
quiries pursued by the respective administrative bodies. The constitutional issues 
under the Fourth and Fifth amendments were not decided, although there were 
strong dictums in the opinions casting doubt upon the constitutionality of such au- 
thorizations by Congress. 
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to obtain information." The amendments, however, were deleted 
by the House Committee on Interstate and Foreign Commerce 
on the grounds that they were highly controversial and not of 
sufficient consequence to warrant the risk of impeding the enact- 
ment of the legislation.’ This view prevailed. 

There may be some doubt as to whether any explicit authoriza- 
tion by Congress to utilize compuision in obtaining data in general 
fact-finding investigations would be upheld by the Supreme Court 
in the face of the Fourth and Fifth amendments. However, there 
can be no doubt of the necessity for adequate means for the 
collection of essential facts with respect to business organization, 
operations, and practices. Adequate knowledge of industrial and 
market conditions is a prime requisite for the proper function- 
ing of any competitive system."* And unless the facts can be as- 
certained and disseminated by an impartial agency, there is little 
hope that publicity can serve to check improper practices or that 
effective legislation can be formulated and enacted. It is unfor- 
tunate, therefore, that the proposals to clarify the law in this 
direction were not adopted. It is not unlikely, however, that the 
commission would be upheld, in compelling the production of rele- 
vant and suitably described books and records, by courts willing 


to take the present language of the statute at its face value. 


EXTENSION OF COMMISSION’S JURISDICTION OVER UNFAIR 
OR DECEPTIVE ACTS AND PRACTICES 


Of the amendments effected by the Wheeler-Lea Act, atten- 
tion will first be given to the change in the fundamental section 


*® The Senate passed S. 3744 on May 4, 1936, and an identical bill, S. 1077, on 
March 29, 1937, during the 75th Cong., rst sess. 


17 House Report No. 1613 (75th Cong., 1st sess., 1937), p. 9. The conference 
report on S. 1077 (No. 1774 [75th Cong., 3d sess., 1938]) did not provide for the 
amendments of the investigatory powers. 


8 It is interesting to note that the commission in its Annual Report, 1938, pp. 
11-12, recommends that its appropriations be increased to enable it to collect and 
publish current statistical and other information relating to market conditions. 
The President recommended to Congress on April 29, 1938, that some agency of the 
government undertake to carry on this work in the interests of greater stability 
in industry and commerce. The commission noted that it started such work in 1919 
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5 of the act. This section formerly declared that “unfair methods 
of competition in commerce are hereby declared unlawful.’’ The 
amended statute makes “unfair or deceptive acts or practices in 
commerce” unlawful in addition to “unfair methods of competi- 
tion.” Ostensibly, the purpose of this new language is to broaden 
the commission’s jurisdiction over unfair practices. In the out- 
standing Raladam case,’® the Supreme Court held that the com- 
mission had no authority to forbid advertisements which were 
admittedly “dangerously misleading” in the absence of a showing 
that competitors were substantially injured thereby. Since the 
statute was phrased in terms of unfair methods of competition, 
therefore any practice which injured consumers primarily rather 
than competitors could not be attacked successfully. This was 
particularly true when a practice was so universal in an industry 
that it clearly injured the public as consumers but could not be 
proved to injure individual competitors.” Of course, if collateral 
or secondary competitors could be shown to be injured, such as 
the producers of all-woolen garments when goods made partly 
of cotton were misrepresented as genuine woolen garments, the 
commission could protect the consuming public against the de- 
ceptive practice.” 

The amended statute recognizes explicitly the obligation of the 
government to protect the consumer as well as competitors.” This 


and 1920, but that it was discontinued because of litigation relating to the power of 
the commission to require periodic reports and insufficient appropriations. The De- 
partment of Commerce has also expressed a willingness to carry on this work. 

"9 Federal Trade Commission v. Raladam Co., 283 U.S. 643 (1931). 

2° House Report No. 1613, p. 3, contained the following statement: “In other 
words, the act is construed as if its purpose were to protect competitors only and to 
afford no protection to the consumer without showing injury to a competitor. Thus, 
if a person, partnership, or corporation has a monopoly in a certain field, so that 
there is no competitor, his acts, no matter how deceptive or misleading and unfair 
to the consuming public, may not be restrained. Similarly, where all of those en- 
gaging in a particular line of commerce are participating in the same unfair meth- 
od, the Commission may be powerless to act for-consumers’ protection.” 

** Federal Trade Commission v. Winsted Hosiery Co., 258 U.S. 483 (1922). 

#2 Note the following from the House Commitiee Report No. 1613, p. 3: “By the 
proposed amendment to section 5, the Commission can prevent such acts or prac- 
tices which injuriously affect the general public as well as those which are unfair 
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is not to say, of course, that the commission’s great activity in 
the field of misbranding and deceptive advertising has not re- 
dounded to the benefit of consumers as such. In misrepresenta- 
tion cases the test of unfair competition has been whether the 
natural and probable result of the use of certain practices was 
deceptive to the ordinary consumer and caused him to purchase 
products which he would not have otherwise bought. Where that 
deception would tend to cause trade to be diverted from competi- 
tors, the practice could be forbidden. However, protection of the 
consumer is now regarded as an ultimate end of government con- 
trol. Although Congress may have intended that this was to be 
the ultimate goal when considering and enacting the original 
Federal Trade Commission Act, the courts found that a plane of 
fair competition was the ultimate end. But fair competition must 
be regarded as simply an intermediate end or, rather, a means to 
an ultimate end. The competitive system, supposedly, is the 
means whereby efficiency in the use of productive resources is ob- 
tained and total national income and satisfactions maximized. 
These results enhance the economic welfare of consumers. To 
insist then that unfair and deceptive practices which tend to 
interfere with the choices of consumers and thus reduce their total 
satisfactions be eliminated, irrespective of injury to competitors, 
is a belated recognition of the fundamental objective of social 
control. 

But apart from extending the jurisdiction of the commission, 
the new section 5 will have the desirable effect of lightening the 
administrative burden of the commission. The Raladam decision 
imposed upon the commission a heavy burden of proof as regards 
injury to competitors.?3 Much of the evidence and argument in 


to competitors. In other words, this amendment makes the consumer, who r:ay be 
injured by an unfair trade practice, of equal concern, before the law, with the mer- 
chant or manufacturer injured by the unfair methods of a dishonest competitor.” 

3 The following statement of the Supreme Court in Federal Trade Commission v. 
Raladam Co., 283 U.S. 643, 652-53 (1931), suggests the measure of proof required 
to sustain an order of the commission in so far as competition is concerned: “‘Find- 
ings of the Commission justify the conclusion that the advertisements naturally 
would tend to increase the business of respondent; but there is neither finding 
nor evidence from which the conclusion legitimately can be drawn that these ad- 
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litigated cases has had to do not with the question of whether a 
particular practice has been utilized and is in fact an unfair 
method proscribed by the law but with whether or not competi- 
tion exists and competitors are injuriously affected.*4 To elimi- 
nate the necessity for this showing in the large number of cases 
handled annually by the commission will save time and expense 
and enable the commission to function more expeditiously and 
effectively.*5 


THE MEANING AND SCOPE OF THE AMENDMENT 
OF SECTION 5 


The question may be raised as to whether or not the new lan- 
guage affords an opportunity for the commission to attack acts 
and practices not heretofore regarded by the courts as unfair 
or deceptive. A review of congressional reports and debates in- 
dicates that it was not contemplated that the additional phrase 
included new types of practices not already within the scope of 
the terms “unfair methods of competition.”” However, the com- 
prehensiveness of the new language and the elastic character of 
the terms “unfair or deceptive acts or practices” suggest the pos- 
sibility of expansion to include practices deemed not to be un- 


vertisements substantially injured or tended thus to injure the business of any 
competitor or of competitors generally, whether legitimate or not. None of the sup- 
posed competitors appeared or was called upon to show what, if any, effect the mis- 
leading advertisements had, or were likely to have, upon his business.” 

*4 Note the following from the testimony of Commissioner Davis, House Hearings 
on S. 3744, p. 8: “‘Now, since the Raladam decision, the Commission has been care- 
ful to undertake to develop and to prove competition and injury to competitors in 
all litigated cases, and has generally been able to do it in proper cases. However, it 
has involved a great deal of time and Government expense to do that. 

“In a large percentage of the litigated cases, a great part of the witnesses and of 
the evidence and of argument, and of the briefs relate not to the question of whether 
there was an unfair practice; not as to whether there was fraud or misrepresentation, 
or anything of that kind; but as to whether or not the Commission has established 
competition and injury to competitors, and it is very frequently the case that it is 
perfectly obvious that competitors were necessarily injured by an unfair method 
employed by a member of the industry; yet it is frequently very difficult to prove it.” 

*s The inability of the commission to function as expeditiously as would seem to 
be desirable has been noted by several authorities. See G. C. Henderson, The Federal 
Trade Commission (New Haven, 1924), pp. 87-91; National Industrial Conference 
Board: Public Regulation of Competitive Practices (New York, 1929), p. 253. 
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lawful at present. The possibility of these terms being given a 
broad meaning and wide application was anticipated in the hear- 
ings and urged as a ground for opposition to the amendment.” 

The meaning and scope of the amendment will depend upon the 
commission’s interpretation in the first instance and ultimately 
upon the attitude of the Supreme Court. Since the Supreme Court 
has retained the final word as to what practices are unfair in the 
economic realm,?? the meaning which it has accorded the old 
phrase “unfair methods of competition”’ can throw light upon the 
probable effect of the new standard of legality. Originally, the 
court found that the terms “are clearly inapplicable to practices 
never heretofore regarded as opposed to good morals because 
characterized by deception, bad faith, fraud, or oppression, or as 
against public policy, because of their dangerous tendency unduly 
to hinder competition or create monopoly.’”** This was a very 
restrictive interpretation. Practices which had been found to be 
bad because they restrained competition or created monopoly 
were to be included, for it was clearly intended by Congress that 
the commission’s authority should be exercised to establish and 
maintain competition, the objective of the Sherman Act. Prac- 


tices of a deceptive, fraudulent, or oppressive nature were also 
to be included within the statute. It should be noted, however, 
that the law applied only to those deceptive practices which up 
to that time had been regarded as “opposed to good morals.” 
Since the courts reserved the right to determine the content of 
unfair competition, it was to be implied that only those practices 
were outlawed which had been condemned under the common 


6 Note the following from the statement of counsel for the National Association 
of Manufacturers, House Hearings on S. 3744, p. 49: “It will appear from the 
foregoing that since the phrase ‘unfair methods of competition’ has been given a 
definite and clear meaning by the courts, the proposed amendment which seeks to 
change the very basis of the act by the unfortunate method of using words which 
have been given a meaning in another context, must inevitably create ambiguity 
and uncertainty in application It merely substitutes an indeterminate series 
of obligations of possibly widespread and undiscoverable implications and yet this 
is all supposed to be for the purpose of correcting the present requirement of the 
law which compels the Commission to prove competition 

27 Federal Trade Commission v. Grats, 253 U.S. 421 (1920). 


8 Ibid., p. 427. 
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law and the Sherman Act prior to the enactment of the statute. 
This conception of the meaning of the law was unduly rigid and 
would have left little or no room for the growth which Congress 
contemplated when delegating authority to the commission in 
general and comprehensive terms. 

The view expressed in the Gratz case fortunately did not pre- 
vail, although for long it was quoted with approval and impeded 
the progress of the commission in building up a law of fair com- 
petition. In upholding the authority of the commission to forbid 
deceptive advertising and misbranding in the Winsted case, supra, 
the Supreme Court outlawed a practice which was not unlawful 
at common law or under the Sherman Act.”? It was not until 
1934, however, that the court reviewed the whole subject and 
stated a concept of unfair competition quite at variance with the 
original definition. In Federal Trade Commission v. R. F. Keppel 
& Bro., Inc.,3° the court upheld an order of the commission for- 
bidding the use of lotteries or gaming devices in the sale of penny 
candies. There appears to have been no element of deception 
or monopoly in the sales method used. It was regarded as unfair 
because competitors would have to suffer a loss of business unless 
they stooped to a practice which they were “under a powerful 
moral compulsion not to adopt.” 

Mr. Justice Stone, in speaking for a unanimous court, discussed 
the scope and meaning of the statute as follows: 

.... We cannot say that the Commission’s jurisdiction extends only to 
those types of practices which happen to have been litigated before this 
Court. Neither the language nor the history of the Act suggests that Con- 
gress intended to confine the forbidden methods to fixed and unyielding 
categories 

While this Court has declared that it is for the courts to determine what 
practices or methods of competition are to be deemed unfair, Federal Trade 
Comm’n v. Gratz, supra, in passing on that question the determination of the 
Commission is of weight. It was created with the avowed purpose of lodging 
the administrative functions committed to it in “‘a body specially competent 
to deal with them by reason of information, experience, and careful study of 


*9See Milton Handler, “Unfair Competition,” Jowa Law Review, XXI (1936), 
175, 192-96, 241. 
# 291 U.S. 304 (1934). 
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the business and economic conditions of the industry affected,” and it was 
organized in such a manner, with respect to the length and expiration of the 
terms of office of its members, as would “give to them an opportunity to 
acquire the expertness in dealing with these special questions concerning 
industry that comes from experience.” 


That the commission was not to have an absolutely free hand is 
made clear by the comments that 

it is unnecessary to attempt a comprehensive definition of the unfair meth- 
ods which are banned, even if it were possible to do so. We do not intimate 
either that the statute does not authorize the prohibition of other and hither- 
to unknown methods of competition or, on the other hand, that the Com- 
mission may prohibit every unethical competitive practice regardless of its 
particular character or consequences. New or different practices must be 
considered as they arise in the light of the circumstances in which they are 
employed. 


The foregoing quotation from the Supreme Court suggests a 
decided change in attitude. The right to determine what prac- 
tices are unfair is still reserved to the courts, a condition which 
must prevail until Congress undertakes to list the specific prac- 
tices which are outlawed. But the commission is conceded the 
right to extend its jurisdiction to new practices and conditions 


and its determinations are to have “‘weight.”” The category of un- 
fair competitive practices is not closed. It is subject to expansion 
and growth. The limits of this broadened sphere of operations are 
not defined in any exact manner, yet the general tenor of the 
opinion of the court suggests a purpose to give the commission a 
new freedom in carrying out its congressional mandate.» 


3* Ibid., pp. 309-14. 32 Ibid., p. 314. 

33 The more sympathetic attitude toward the commission is further indicated 
in Federal Trade Commission v. Algoma Lumber Co., 291 U.S. 67 (1934); and Federal 
Trade Commission v. Standard Education Society, 302 U.S. 112 (1937). In the latter 
case the court upheld an order forbidding the use of the “free goods’ device to 
create the false impression that something was being thrown in without charge, 
when actually it was fully covered by the price exacted in the transaction. The 
lower court had stated, in reversing the commission, that it could not take too seri- 
ously “the suggestion that a man who is buying a set of books and a ten years’ ‘ex- 
tension service,’ will be fatuous enough to be misled by the mere statement that the 
first are given away, and that he is paying only for the second Such trivial 
niceties are too impalpable for practical affairs 

Mr. Justice Black, speaking for a unanimous court, said: ‘The fact that a false 
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Coming back to the query as to whether the new phraseology 
extends the power of the commission over trade practices, a com- 
parison of the new and old language may be made. The amended 
statute introduces the terms “deceptive,” “practices,” and 
“acts.”” Since “deceptive” has long been held by the courts to 
be included within the term “unfair,” and since ““methods”’ and 
“practices” have similar meanings, the most important change 
appears to be the insertion of the term “acts.” The significance 
of the term “‘acts’’ is that it will enable the commission to proceed 
against the sporadic use of questionable means of obtaining pa- 
tronage or single acts which might develop into an established 
unfair method or practice. It appears that there has been some 
conflict in the views of the courts as to when an unfair act or 
acts was actually a “method” within the meaning of the statute.*4 
In order to settle this question in a manner which would permit 
the commission to perform its preventive function, as was orgi- 
nally intended by Congress, the word “acts” was used.*s 


statement may be obviously false to those who are trained and experienced does not 
change its character, nor take away its power to deceive others less experienced. 
There is no duty resting upon a citizen to suspect the honesty of those with whom he 
transacts business. Laws are made to protect the trusting as well as the suspicious. 
The best element of business has long since decided that honesty should govern 
competitive enterprises, and that the rule of caveat emptor should not be relied upon 
to reward fraud and deception”’ (p. 116). 

It is also of great significance that in these cases the Supreme Court reprimanded 
the circuit courts of appeals for ignoring the mandate of the statute that the findings 
of fact of the commission shall be conclusive when supported by testimony. In the 
Standard Education Society case, supra, the court said: ““The courts cannot pick 
and choose bits of evidence to make findings of fact contrary to the findings of the 
Commission. The record in this case is filled with evidence of witnesses under oath 
which support the Commission’s findings.” 

34See Senate Hearings on S. 3744, pp. 15 ff. In Fox Film Corporation v. Fed. 
Trade Comm., 296 Fed. 353 (1924), one act was held to be offensive to the statute. 
However, in Hills Bros. v. Federal Trade Commission, 9 F. (2d) 481 (1926), it was 
stated that a single instance might amount to little, but that a number of single 
instances afforded ample proof of a combination or conspiracy. And in Philip Carey 
Mfg. Co. v. Federal Trade Commission, 29 F. (2d) 49 (1928), it was held, one judge 
dissenting, that a dozen instances of disparagement of the products of a competitor 
did not amount to substantial evidence of an unfair method. 


35 Note the following from the Senate Commitiee Report No. 221, accompanying 
S. 1077 (75th Cong., rst sess., 1937), pp. 3-4: “Some objection was voiced in the 
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Except for the commission’s new authority to attack single 
unfair acts and to suppress practices that injure consumers, the 
amended statute would seem not to enhance the powers of the 
commission. The reason for this conclusion is that in the litigated 
cases the practices or methods condemned have been declared to 
be unfair and deceptive as well as methods injurious to competi- 
tion. However, the new view of the Supreme Court that the con- 
cept of unfair competition is virile and subject to growth and that 
the conclusions of the commission are to have weight in the judi- 
cial determination is significant here. Undoubtedly, the court will 
assume the same attitude toward the new phraseology. And there 
is the prospect, of course, that since Congress has now stated 
that the ultimate goal includes the protection of the consumer, 
the judiciary will go even further in supporting the commission 
in its attack upon practices which in its expert judgment are 
believed to be injurious to the public. 


FALSE ADVERTISING OF FOOD, DRUGS, AND 
COSMETICS DECLARED UNLAWFUL 


The second substantive change effected by the 1938 amend- 
ments is the specific proscription of false advertising of food, drugs, 
devices, and cosmetics. It is declared to be unlawful to dissemi- 
nate, or cause to be disseminated, any false advertisement (1) 
by the mails or in commerce by any means “for the purpose of 
inducing, or which is likely to induce, directly or indirectly the 
purchase of food, drugs, devices, or cosmetics; or (2) by any 
means, for the purpose of inducing... .the purchase in com- 
merce”’ of these products.** The jurisdiction conferred upon the 


committee to the use of the word ‘acts’ and the suggestion was made that the word 
‘methods’ should be substituted for the word ‘acts,’ or that the word ‘acts’ be elimi- 
nated entirely. After consideration the committee is of the opinion that, since the 
powers of the Commission in this respect are injunctive rather than punitive, the 
Commission should have the power to restrain an unfair act before it had become 
a method or practice, if, in its discretion, such restraint be in the public interest. A 
single act may have multiple or continuing effects and may be far reaching.” 

36 Sec. 12(a). Sec. 4 of the Wheeler-Lea Act amends the Federal Trade Commis- 
sion Act by adding new sections, Nos. 12-18, inclusive. Citations will refer to the 
amended statute. 
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commission is very broad. Control may be exercised if an adver- 
tisement is transmitted through the mails, whether in interstate 
commerce or not, or across state lines by any means, and irrespec- 
tive of whether or not a purchase in interstate commerce is in- 
duced. Moreover, advertising which appears in intrastate media 
of any kind may be restrained if it is likely to induce the purchase 
of products across state lines. 

A false advertisement is explicitly defined as an advertisement, 
other than labeling, which is misleading in a “material respect.’’37 
In determining whether an advertisement is false, account is to 
be taken not only of the representatiors made or suggested by 
statement, design, or sound, but also the extent to which the ad- 
vertisement fails to reveal facts which are material in the light of 
the representations made or the probable consequences of using 
the product under the prescribed or usual conditions.** The 
terms “food,” “drug,” “device,” and “cosmetic,” are carefully 
defined in a manner almost identical with the definitions set forth 
in the Federal Food, Drug, and Cosmetic Act of 1938.°° And the 
dissemination of false advertising is declared to be an unfair or 
deceptive act or practice within the meaning of section 5 of the 
act.*° 

This prohibition of a specific unfair practice is similar to the 
policy pursued in the Clayton Act, where Congress explicitly out- 
lawed tying and exclusive dealing arrangements and price dis- 
crimination in circumstances which were conducive to monopoly.“ 
Notwithstanding the commission’s clear jurisdiction over and 
successful attack upon false advertising as an unfair method of 

37 Sec. 15(a). 

38 The factors to be taken into account in determining whether or not an adver- 
tisement is misleading in a material respect are practically the same as those stated 
for determining whether or not labeling is misleading in the Federal Food, Drug, 
and Cosmetic Act of 1938 (Public No. 717 [75th Cong., 3d sess.]), sec. 201("). One 
difference in the two statutes is worthy of note. The Federal Trade Commission Act 
outlaws false advertising and defines it as advertising which is misleading in a ‘‘ma- 
terial respect.’? The Federal Food, Drug, and Cosmetic Act prohibits misbranding 
and declares a food, drug, or cosmetic to be misbranded “‘if its labeling is false or 


misleading in any particular’’ (secs. 403[a], 502 [a], and 602[a]). Apparently the legal 
standard as regards misbranding is higher than that applicable to false advertising. 


39 Sec. 201(f)—(#). 4° Sec. 12(5). # Secs. 2 and 3. 
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competition, Congress here takes the pains specifically to make 
the false advertising of food, drugs, and cosmetics a legal offense. 
And except for some contribution with respect to the definition 
of the offense, these new sections add nothing to section 5 of the 
act. Under the revision of the law proscribing all unfair or de- 
ceptive acts, the practices here outlawed could have been attacked 
successfully, as well as the use of deceptive advertising in the sale 
of all other commodities. Why, then, were these sections pertain- 
ing to food and drug products added? The prime reason appears 
to have been the close relationship of food, drug, and cosmetic 
advertising to public health and hence the need for a stronger en- 
forcement procedure in this field. The enforcement machinery 
prescribed is noteworthy in view of the traditional methods uti- 
lized by the commission. 

For the first time injunction and criminal penalties are provided 
for violations of the law relating to unfair trade practices.** How- 
ever, these are not to be of general application even within the 
limited sphere of food and drug advertising to which they apply. 
Since false advertising is recognized as an unfair practice within 
the meaning of section 5, the regular procedure of complaint, 
hearing, and the issuance of a cease-and-desist order will be fol- 
lowed in the great bulk of the cases. Where the violation is not 
vital to public health or is unintentional, it is regarded as sufficient 
to insist that the practice be stopped but without criminal pen- 
alty. In cases where the dissemination of false advertising will 
work material injury upon the public, however, provision is made 
for the immediate suppression of the practice. This is to be ac- 


# From the beginning, of course, the courts have had the power to punish for 
contempt anyone who violates a court order directing compliance with an order of 
the commission. 

It may be noted that criminal penalties were provided for the violation of the 
Sherman Act of 1890, although applied with indifferent success. And criminal 
penalties are now available against the offense of price discrimination as a result of 
the Robinson-Patman Act, Public No. 692 (74th Cong.), approved June 19, 1936. 
According to sec. 3 of this act, any person may be fined or imprisoned, or both, who 
is convicted of being a party to a sale which to his knowledge discriminates against 
competitors of the purchaser, of discriminating locally for the purpose of destroying 
competition or eliminating a competitor, or of selling goods at unreasonably low 
prices in order to destroy competition or to eliminate a competitor. 
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complished with the aid of the courts. The commission may, if 
it believes it to be in the interest of the public, apply for and be 
granted a temporary injunction by a federal district court.** Thus, 
pending the outcome of proceedings initiated under the commis- 
sion’s regular procedure, the dissemination of a false advertise- 
ment which is likely to have injurious consequences to the con- 
suming public may be stopped immediately.*4 

The criminal penalties of fine and imprisonment may be as- 
sessed for the more serious violations of the statute. If the use of 
the commodity which is falsely advertised “may be injurious to 
health because of results from such use under the conditions pre- 
scribed in the advertisement thereof, or under such conditions as 
are customary or usual,” or if the violation of the false advertis- 
ing prohibition is “with intent to defraud or mislead,” the crimi- 
nal penalties apply. A maximum fine of five thousand dollars or 
six months’ imprisonment or both are fixed for the first convic- 
tion; subsequent convictions may be punished by double penal- 
ties.*8 Since the commission does not have the power of a court 


43 Sec. 13(a). The first injunction suit filed by the commission under this section 
was against Harry Gorov and the Hartman chain of drug stores in Chicago. On 
September 8, 1938, the U.S. District Court for the Northern District of Illinois 
issued a temporary order restraining the dissemination by any means of advertise- 
ments which sought to induce the purchase of a weight-reducing compound desig- 
nated ‘‘281”’—a preparation alleged to be injurious to the health of the user by 
causing loss of or serious impairment of eyesight. A preliminary injunction was grant- 
ed on September 16, 1938, which remained in effect until the final disposition of the 
commission’s formal complaint against the respondents issued on September 28, 
1938 (Docket No. 3609). It will be noted that in this instance the false advertising 
was stopped some twenty days before the commission was prepared to issue its 
formal complaint. A cease-and-desist order was issued by the commission on Janu- 
ary 6, 1939. 

44 One qualification with respect to the issuance of an injunction may be noted. 
The court may exclude the current issue of a newspaper, magazine, or other publica- 
tion if the injunction would delay its regular delivery. However, the delay is to be 
permitted only because of customary business practice and not because of methods 
invoked to evade the law (sec. 13[5]). 


4s No advertising medium or agency is liable under the criminal section of the 
act unless it has refused to furnish the commission with the name and address of the 
manufacturer or distributor who caused it to disseminate the deceptive advertise- 
ment (sec. 14[b]). 

Since no exceptions are made with respect to advertising mediums in other sec- 

















514 MARTIN L. LINDAHL 


to levy penalties, the facts relating to the criminal violations of the 
statute are to be certified to the attorney-general, and it is his 
duty to bring appropriate proceedings in the courts.“ 

The inclusion of the foregoing provisions in the Federal Trade 
Commission Act marked the culmination of a protracted contro- 
versy as to the proper federal agency to control the advertising 
of food, drugs, and cosmetics. The so-called Copeland bills,’ in- 
troduced in Congress for the purpose of enacting a new and more 
effective food and drug act, provided for the regulation of the ad- 
vertising of these products by the Food and Drug Administra- 
tion of the Department of Agriculture. This was done on the 
ground that the offenses of adulteration, misbranding, and false 
advertising of food and drugs are so closely interwoven that ade- 
quate protection of the consuming public requires control in the 
hands of the same administrative body. In order to preclude the 
confusion, inefficiency, and probably ineffectual administration re- 
sulting from a divided jurisdiction, it was believed that an agency 
equipped with a technical staff to deal expertly with the truthful- 
ness of branding products should deal likewise with the allied 
matter of advertising. It was urged, moreover, that the use of 
cease-and-desist orders is inadequate to suppress deceptive adver- 
tising. Criminal penalties are necessary to supply the incentive 
to comply voluntarily with the law which is absent when punish- 
ment can be meted out only after an invitation to cease and 
desist has been issued and disobeyed.“ 


tions of the statute, it is clear that they are subject to cease-and-desist orders 
and injunctions. This places a measure of responsibility upon them for the elimina- 
tion of misrepresentation in advertising. Subjecting them to criminal penalties 
would have forced them to play a more significant part in the crusade against in- 
jurious deception. 

4# Sec. 16. 

47S. 1944 (73d Cong., rst sess., 1933); S. 2800 (73d Cong., 2d sess., 1934); S. 5 
(74th Cong., rst sess., 1935). 

48 See statements of W. G. Campbell, chief of Food and Drug Administration, 
Senate Hearings on S. 5 (74th Cong., 1st sess., 1935), p. 360; C. W. Dunn, represent- 
ing Associated Grocery Mfrs. of America, Inc., idid., pp. 27-29; Senator R. S. Cope- 
land, Congressional Record (75th Cong., 3d sess., March 14, 1938), pp. 4431 ff.; and 
minority views of Congressmen Chapman, Kenney, and Mapes, House Report No. 
1613, pp. 23-28. 

The following expression is of interest in this connection. Henderson (0. cit., 
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Quite naturally, the Federal Trade Commission, supported by 
certain proprietary-medicine manufacturers and spokesmen for 
various advertising mediums,*® sought to retain its jurisdiction 
over the advertising of food, drugs, and cosmetics. It was sub- 
mitted that the commission had had long experience in the con- 
trol of the advertising of all commodities and had built up an 
organization familiar with business practice and well equipped to 
continue its extensive activity in this field. Since the economic 
and public-health aspects of false advertising could not be clearly 
distinguished, it would be unwise to endeavor to divide jurisdic- 
tion on any such basis. Furthermore, the problem of scientific 
aid could be met by continuing the practice of utilizing the tech- 
nical services of the Food and Drug Administration, the Public 
Health Service, and the Bureau of Standards.*° 

How the issue was settled has already been made apparent.* 


pp. 229-31), in speaking of the limited effectiveness of the commission’s procedure, 
stated in part: “‘. . .. The Commission should not, except in special cases, institute 
proceedings where the practice in question falls within the scope of the Pure Food 
and Drugs Act, or of similar federal legislation. The reason is that in such cases the 
law confers on the Department of Agriculture powers in many ways more effective 
than those of the Federal Trade Commission, and that the Department has a scien- 
tific personnel more competent to deal with the technical questions involved. The 
Food and Drugs Act . . . . makes it unlawful to manufacture in any territory or in 
the District of Columbia, or to ship in interstate or foreign commerce, any article 
of food or any drug which is ‘adulterated or misbranded.’ . . . . In its enforcement 
the act has great advantages over the cumbersome procedure of the Federal Trade 
Commission. One who violates the act may be criminally prosecuted, whereas the 
Federal Trade Commission can only order him to cease and desist, without even 
forfeiting the unlawful gains derived from the violation. .. . . As a police measure 
the Food and Drugs Act is therefore vastly superior to the Trade Commission law.”’ 

See testimony of Commissioner Ewin L. Davis, Senate Hearings on S. 5, 
pp. 109-18; and testimony on behalf of the United Medicine Mfrs. of America, Inc., 
ibid., p. 90; the Proprietary Association, ibid., pp. 134-35; and the Oil, Paint, and 
Drug Reporter and the Druggists Circular, ibid., p. 183. The American Newspaper 
Publishers Association urged that under the Federal Trade Commission Act and the 
postal statutes there was ample law to cover false advertising (ibid., pp. 143-47). 

s° A commissioned medical officer was detailed to the commission by the Public 
Health Service to act as adviser and consultant in matters relating to the advertising 
of food, drugs, devices, and cosmetics (Annual Report, 1938, p. 4). 

* Another solution of the problem, suggested in the “Report of the Brookings 
Institution on the Executive Agencies of the Government,” Senate Report No. 1275 
(75th Cong., rst sess., 1937), pp. 781-82, would have been to permit the Food and 
Drug Administration to conduct the investigatory, policing, and prosecuting func- 
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Congress was impressed with the desirability of charging one 
agency with the responsibility of eliminating the deceptive adver- 
tising of all products in order to achieve economy and efficiency 
in administration.” It appeared, moreover, to have greater con- 
fidence in the quasi-judicial procedure of the commission than the 
alternative method. It was stated: “Its work carries with it the 
combined elements of searching investigation, orderly procedure, 
prevention rather than penalization in minor cases, and that 
judicial fairness that is essential to the enlistment of confidence 
by the public.’’ 


SIGNIFICANCE OF THE PROVISIONS RELATING 
TO FALSE ADVERTISING 


The opinion has already been expressed that the food and drug 
provisions make little or no contribution to the law of deceptive 
advertising. Also, they do not seek to curtail expenditures for 
advertising on the grounds that competitive advertising is a waste- 
ful use of resources or that large advertising budgets tend to re- 
strict competition by discouraging entry into particular fields of 
enterprise. On the contrary, advertising was recognized as a 


tions and to prosecute cases of alleged violation of the law before the Trade Com- 
mission. The commission, perhaps reorganized so as to separate more completely 
its own prosecuting and judicial functions, would then operate primarily as an 
adjudicatory body. This would have the merit of utilizing the specialized and 
expert investigatory forces of the Food and Drug Administration and of concentrat- 
ing the judicial function with respect to the advertising of all products in the hands 
of the Trade Commission. Some such arrangement might be made with respect to 
the regulation of unfair practices in other special fields now concentrated in such 
agencies as the Bituminous Coal Commission and the Federal Alcohol Adminis- 
tration. However, dividing responsibility might lead to conflicts and ineffectual 
enforcement of the law. 

s?““The Federal Trade Commission has the machinery and trained personnel to 
investigate in a proceeding against false advertising of all industries and all com- 
modities. The common motive of false advertisement is the same in every line of 
industry, to gain an economic advantage through defrauding or misleading the pur- 
chaser. This method of protecting the public should be harmonized and unified 
under one organization with consistent and uniform methods of enforcement and 
penalization. Efficiency, uniformity, and economy suggest this course. This legis- 
lation is framed with that purpose in mind” (House Report No. 1613, p. 5). 

83 Ibid. 

54 In this connection it is interesting to note the advertising restrictions contained 
in the consent decrees entered into by the Ford Motor Company and the Chrysler 
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legitimate and essential part of business activity in the present 
economic system. Not only was its legitimacy acknowledged, but 
the manner in which it is now conducted was in some measure con- 
doned. Absolute truthfulness in advertising is not to be insisted 
upon. Only an advertisement which is “misleading in a material 
respect”’ is to be condemned as false. This language was used in 
the statute to give the advertiser a degree of latitude in boosting 
his product. The time-honored practice of “puffing” the wares 
of a producer or trader was not to be outlawed, since it was 
thought that the consuming public would very likely discount the 
exaggerations of an enthusiastic seller.*s In defense of this posi- 
tion it should be pointed out that to endeavor to eliminate all 
exaggeration and excessive praise of products sold in commerce 


Corporation and their respective finance companies in the Sherman Act suits in the 
District Court for the Northern District of Indiana, November 15, 1938. The motor 
companies consent voluntarily to refrain from advertising the services of the par- 
ticular finance companies to which they are attached. To the extent that they do 
advertise plans of financing the purchase of automobiles, it will be done in the 
interests of all the finance companies capable of rendering the service. 

The reasons for these restrictions are set forth in the Release of the Department 
of Justice dated November 7, 1938. It reads, in part: “Monopoly is fostered when 
advertising is used to put competitors at a disadvantage for the sole reason that they 
do not have resources sufficient to expend equally large sums in advertising par- 
ticular products or the services of particular companies. In the automobile financing 
field vast sums are spend by the manufacturers to advertise the services of particular 
finance companies. Other finance companies must spend a like amount or go out of 
business. A wasteful system of distribution of services is thus set up.”’ 

5s The view expressed in House Report No. 1613, p. 4, is significant here. It was 
stated: “‘Salesmanship and advertising are inextricable from the promotion and 
operation of business under our economic system. They have the common purpose 
of inducing the purchase of the seller’s product. It is the case of the advocate boost- 
ing his own cause. Common experience discounts statements of a zealous advocate 
and weighs his declarations in the light of his own self-serving financial purposes. 
Reasonable latitude must be conceded to the salesman and advertiser in boosting 
his own product. It is not the purpose of this committee to ignore the realities of 
this situation.” 

The original bill providing for a new federal food and drugs act (S. 1944), often 
referred to as the ““Tugwell”’ bill, defined a false advertisement as follows: ‘An ad- 
vertisement of a food, drug, or cosmetic shall be deemed to be false if in any par- 
ticular it is untrue, or by ambiguity or inference creates a misleading impression 
regarding such food, drug, or cosmetic” (sec. o[a]). Also, in the case of a drug, if it 
does not state that the drug is not a cure for a mentioned disease when only a pallia- 
tive, if it contains representations contrary to the general agreement of medical 
opinion, and if it represents directly or by ambiguity or inference that it has any 
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would place an extremely onerous and perhaps unmanageable 
burden upon the commission and the courts.* 

With respect to the class of products here controlled, however, 
there is substantial ground for refusing to countenance exaggera- 
tion as to quality and effectiveness. This is especially true as re- 
gards drugs and medical devices. A great number of these prod- 
ucts are advertised as effective in the cure of diseases and in the 
elimination of physical disabilities, whereas in truth they are 
quite impotent. Self-medication is futilely relied upon and essen- 
tial medical treatment by a physician is foregone entirely or de- 
ferred until it can be of no substantial aid. These products, al- 
though quite harmless in themselves, endanger the public health. 
The consuming public, moreover, is hoodwinked into the purchase 
of a host of worthless preparations and devices, and incomes are 
spent in such manner as to fail to obtain maximum satisfaction. 
Since the higher legal standard embodied in the Food and Drug 


effect in the treatment of thirty-six named diseases ranging from albuminuria to 
whooping cough (sec. 9[] and [c]). 

These sections were severely criticized by manufacturers and advertising medi- 
ums. However, the language ‘‘by ambiguity or inference creates a misleading im- 
pression” was inserted simply to convey to food manufacturers and others their 
full responsibility under the law forbidding advertising which is ‘‘false or misleading 
in any particular.” In a misbranding case, interpreting the latter phrase, the Su- 
preme Court had said: ‘Deception may result from the use of statements not 
technically false or which may be literally true. The aim of the statute is to pre- 
vent that resulting from indirection and ambiguity, as well as from statements which 
are false. It is not difficult to choose statements, designs, and devices which will not 
deceive. Those which are ambiguous and liable to mislead should be read favorably 
to the accomplishment of the purpose of the act (U.S. v. 95 Barrels of Vinegar, 
265 U.S. 438, 443 [1924]). 

Because it would preclude ‘‘puffing”’ and slight variations from the literal truth, 
strong objections were raised to this definition of false advertising. An alternative 
phraseology was suggested by John A. Benson, testifying in behalf of the American 
Association of Advertising Agencies, as follows: ‘‘An advertisement of a food, drug, 
or cosmetic shall be deemed to be false if in any material respect it is essentially 
untrue or inherently deceptive” (Senate Hearings on S. 1944 [73d Cong., 2d sess., 
1933], P. 333). This language is strikingly similar to that which was finally adopted 
by Congress. 

6 See National Industrial Conference Board, pp. 128-34, for argument in support 
of the view that the commission should not attempt to forbid all “puffing” in ad- 
vertising. 
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Act, namely, “false and misleading in any particular,” was not 
applied to false advertising, it is to be hoped that the commission 
and the courts will interpret the statute in such a manner as to 
give maximum protection to the consuming public. 

From the standpoint of procedure and penalties, the statute is 
an advance over the previous law. It has been urged, however, 
that it does not go far enough to supply a real deterrent to mis- 
leading advertising.s’? For example, it has been suggested that 
injunctive action should not be discretionary with the commission 
in view of the generous definition of false advertising. But to re- 
quire immediate suppression in all cases would burden the com- 
mission and the courts unnecessarily and would commit the com- 
mission to drastic action which in many instances might be found 
to be unwarranted after full hearing and consideration of the 
facts. Perhaps the most serious criticism has related to the limited 
scope of the criminal penalties. Criminal action may be brought, 
it will be recalled, where the use of the product advertised may be 
injurious to health or if the violation of the law is with intent to 
defraud or mislead. Extreme difficulty may be encountered in 
attempting to deal with nonpoisonous or harmless preparations 
advertised as remedies for serious diseases, because intent to 
defraud or mislead must here be proved. This showing will be 
difficult and expensive. Hence, reliance will be placed upon the 
commission’s regular procedure almost exclusively, and the deter- 
ring influence of criminal penalties will not be effective. In order 
to remedy this situation it was proposed that all violations of the 
law respecting food and drug advertising be subject to civil penal- 
ties in the first instance and further criminal penalties for subse- 
quent violations.** This proposal was not acceptable to the Fed- 
eral Trade Commission because it was felt that it would destroy 
the successful operation of the law and would make of the act a 
criminal statute primarily as to advertisements. And without 
doubt it would be a great departure from the corrective or re- 
medial function which the commission has heretofore performed. 
The offense cannot be defined precisely, and in the absence of a 

57 See, e.g., minority views in House Report No. 1613, pp. 23-28. 

5 Jbid., p. 24; and Congressional Record, January 12, 1938, p. 561. 





520 MARTIN L. LINDAHL 


wrongful intention or knowledge of violating the law the cessa- 
tion of the practice would appear to be enough. Punitive action 
can still be taken where harmful preparations are advertised and 
where producers exhibit a disposition to disregard the letter or 
spirit of the commission’s mandates. 


PROCEDURE FOR THE ENFORCEMENT OF THE COMMISSION’S 
ORDERS STRENGTHENED 

The final matter for consideration is the notable change made 
in the method for the review and enforcement of the commis- 
sion’s cease-and-desist orders. Heretofore, if a respondent failed 
or neglected to obey an order, the commission has been obliged 
to apply to a circuit court of appeals for enforcement. A tran- 
script of the record in the proceeding, including the testimony and 
the report and order, was to be filed with the court, and the court 
was authorized to enter a decree affirming, modifying, or setting 
aside the commission’s order. But contrary to the contention of 
the commission that an order found to be valid should be en- 
forced by a court regardless of whether it has been disobeyed, 
the circuit courts of appeals have held that the commission must 


prove a violation of its order before a decree of enforcement will 
be issued.s* The result has been, according to the commission, 
that 


punishment for a violation of the law can not be secured until the commis- 
sion has proven in its own proceeding that the statute has been violated, has 
proven before the court that its order has been violated, which is tantamount 
to again proving that the statute has been violated, and has proven that the 


59 Federal Trade Commission v. Standard Education Soc., 14 F. (2d) 947 (1926); 
Federal Trade Commission v. Balme, 23 F. (2d) 615 (1928). In the former case, 
because of the language of the statute, the Circuit Court of Appeals for the Seventh 
Circuit held that the commission must prove by evidence the fact that the order 
has been violated before the court will consider the validity of the order at all. In 
the latter case the circuit court for the second circuit first considered and determined 
that the order was valid, but did not enter a decree of enforcement in the absence of 
evidence and a finding that the commission’s order had been violated. The advan- 
tage of the latter procedure was that a determination of the validity of the order 
could be obtained without troubling to prove violation. Under both procedures, 
however, a decree of enforcement would not issue until violation had been proved, 
and punishment for contempt depended upon proof of violation of the court’s de- 
cree. 
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offender is in contempt for a violation of the decree of the court. The re- 
quirement to thrice prove a violation of a prohibitive statute before punish- 
ment can be inflicted, and to prove it twice before an injunction can be se- 
cured, probably does not have a parallel in our statutes.® 


These decisions have rendered the enforcement procedure cumber- 
some and expensive and appear to have been quite inconsistent 
with the congressional intent to expedite court review and en- 
forcement. The effectiveness of the commission’s remedial action 
has been further impaired, moreover, by the lack of any finality 
of its decisions that the law has been violated. 

The present statute, amended in accordance with the recom- 
mendations of the commission,” provides that an order to cease 
and desist shall become final sixty days after issuance unless a 
petition is filed by the respondent in a circuit court of appeals 
praying that the order be set aside.” If a petition for a court 
review is filed, the date when the order becomes binding is ex- 
tended and depends, of course, upon the extent of the subsequent 
court proceedings.*? To the extent that an order of the commis- 
sion is affirmed, the court is required to issue its own order com- 
manding obedience to its terms.“ Furthermore, any person, part- 


nership, or corporation who violates an order of the commission 
after it has become final shall forfeit and pay to the United States 
a civil penalty of not more than $5,000 for each violation.* 


% Annual Report, 1928, p. 78. 

* The recommendations of the commission may be found in Annual Reports, 
1935, P. 15; 1936, p. 17; 1937, p. 15. Congress adopted the proposals of the com- 
mission almost in their entirety. 

6 Sec. 5(c) and (g). 63 Sec. 5(g)—(k), inclusive. 4 Sec. 5(c). 

*s Sec. 5(1). The civil penalty is to be collected by appropriate court proceedings 
brought by the attorney-general upon facts certified to him by the commission (sec. 
16). This civil penalty, which attaches for the violation of any final order, is an 
additional remedy to that of invoking the inherent power of the courts to punish 
for contempt anyone who violates a court order directing compliance with a cease- 
and-desist order of the commission. 

It is interesting to note that it was recommended in the “Report of the Brookings 
Institution on the Executive Agencies of the Government,”’ o#. cit., p. 783, that the 
commission be given the power to levy fines and penalties as well as the power to 
issue cease-and-desist orders, and the authority to enforce its own orders through 
contempt proceedings. This was dependent, presumably, upon such reorganization 
as to create a judicial division composed of the commission and a number of trial 
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Under these provisions the commission need no longer estab- 
lish violation of its orders in order to obtain court affirmance and 
enforcement. And by making its orders final and conclusive, con- 
tingent upon appeal by the respondents, the commission is re- 
lieved of the responsibility of having to initiate enforcement pro- 
ceedings at all. The heavy civil penalties attaching to a viola- 
tion of a final order will force the respondent companies either to 
obey the order or to initiate court action to set it aside. Of course, 
once an order becomes final, either through failure to petition 
for review within the prescribed time or through a court decree, 
the commission must assume some responsibility for its continued 
observance. While due vigilance must be exercised, it is doubtful 
whether many formal actions will be necessary. 

The advantages to the commission of this change in enforce- 
ment procedure are manifest. Not only will it be relieved of con- 
siderable effort and expense, but enforcement is bound to be much 
more effective than in the past. Because of the heavy penalties 
available, respondent companies cannot disregard cease-and- 
desist orders with impunity.’ Businessmen may find it burden- 


examiners. The judicial branch of the commission would then function as a special 
court trying cases involving unfair trade practices. 

Giving the commission the power to apply sanctions in enforcing its decisions 
would both simplify and strengthen the method of enforcement of the law. The 
commission would no longer be dependent upon the co-operation of the Department 
of Justice in bringing actions in the courts, a co-operation which might be lacking 
for political reasons, and effective enforcement would be somewhat less dependent 
upon a sympathetic and enlightened attitude on the part of the courts. Whether or 
not an administrative body, performing in part a sublegislative function, could exer- 
cise a purely judicial power under our constitutional system is an important con- 
sideration in connection with this proposal. 


% It is important to note that the amendments of 1938 do not apply to cease-and- 
desist orders issued under the Clayton Act. This was probably an oversight on the 
part of Congress, for there appears to be no good reason why Clayton Act orders 
should not have the same legal status as orders issued under the Federal Trade Com- 
mission Act. 


$7 Sec. 5(a) of the Wheeler-Lea Act provided that orders issued on or prior to the 
date of enactment should become final sixty days thereafter. During this period, 
which expired May 20, 1938, some twenty-three petitions for review of orders of the 
commission were filed in the federal courts. Among them was a petition of the 
United States Steel Corporation seeking review and the setting aside of the com- 
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some to have to bring actions to test the commission’s orders in 
the courts.* And it might be unfair to have such a requirement 
if the commission were operating in a new and uncharted field of 
law. But the content of “unfair methods of competition” has 
been fairly well defined through interpretations of the commission 
and the courts over a period of twenty-five years, and there is 
nothing to suggest that the commission will proceed in an arbi- 
trary or unenlightened manner in building on the foundation al- 
ready laid. Congress recognized the maturity of the commission 
when it gave its orders a legal status enjoyed by those issued by 
the Interstate Commerce Commission since 1906. 


CONCLUSION 


The foregoing survey shows that the commission has assumed 
new responsibilities and additional authority under the amend- 
ments of 1938. Unfair acts and practices in trade are to be sup- 
pressed if they are injurious to the interests of the consuming 
public. Primary emphasis is no longer to be placed upon injury 


mission’s order against the ‘Pittsburgh Plus’’ system of pricing issued on July 21, 


1924. There is some fear, apparently, that current practices in the pricing of rolled- 
steel products might be found to have been proscribed by the broad terms of that 
order. At any rate, the order is now challenged after having been in effect for about 
fourteen years, presumably because of the penalties which would be incurred if the 
order were being violated (see Annual Report, 1938, pp. 76, 90-91). 

* The burden placed upon the small enterpriser was stressed by those who op- 
posed the change in the law in the congressional hearings. Note the following ex- 
cerpt from the statement of the National Association of Manufacturers, House 
Hearings on H.R., 3143 (75th Cong., 1st sess., 1937), p. 51: “‘.... The requested 
change in the procedure would serve no purpose other than to harass the small and 
medium-sized business enterprise, which would be faced with the alternative either 
of complying with a cease-and-desist order conscientiously believed by the re- 
spondent to be illegal or unfair, or else expending large sums of money to bring 
action in a circuit court for the purpose of testing the legality of the order 
fair methods of competition must be defined and limited by judicial decision, as 
has been repeatedly held by all the Federal courts of the country. Therefore, there 
is an obvious obligation upon the Commission to justify its cease-and-desist orders 
by recourse to judicial determination.” For a similar argument see statement of 
Machinery and Allied Products Institute, ibid., p. 73. 

* Convenient but badly classified summaries of the practices which have been 
held to be unfair methods of competition by the commission are published in its 
annual reports (see Annual Report, 1938, pp. 70-75). 
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to competitors. This change in the basic provision of the act, 
plus the specific proscription of false advertising of food, drugs, 
devices, and cosmetics, fixes responsibility on the commission for 
the protection of consumers. Of course, any practice must be of 
sufficient importance to the public to warrant governmental ac- 
tion, since no change has been made in the “public interest”’ re- 
quirement.”° But it is likely that a larger percentage of the com- 
mission’s resources than at present will be devoted to the elimina- 
tion of misrepresentation in all its multifarious forms. The 
achievements of the commission in this field have been substan- 
tial, and there is no doubt that this type of consumer protection 
is of sufficient importance to justify the expenditure of public 
funds. It would be unfortunate indeed, however, if the commis- 
sion’s attack upon practices which are designed to eliminate com- 
petition and to promote co-operative action, practices of even 
greater consequence to the consuming public, were weakened by 
its preoccupation with misrepresentation cases. The amendments 
make little or no contribution to the law relating to restrictive 
practices which may suppress competition, although the new dis- 
pensation accorded the commission’s judgments by the Supreme 
Court may give some encouragement to activity in this field. 

The procedural changes effected by the amendments will be 
highly beneficial. Removing the necessity for proof of competi- 
tion and injury to competitors will expedite proceedings. Insti- 
tuting the injunctive remedy and criminal penalties against the 
more vicious practices in food and drug adveriising should make 
administration of this phase of the law more effective. And mak- 
ing the commission’s orders final and binding, subject to appeal 
by respondents, will relieve the commission of a burdensome 
method of enforcement which has impaired its general effective- 
ness and prestige. 

The amendments do not attempt to deal with many of the diffi- 
culties and problems which have beset the commission.” It was 


7 See Federal Trade Commission v. Klesner, 280 U.S. 19 (1920). 

™ For a recent critical evaluation of the commission’s performance, which 
reiterates the criticisms made by Henderson and Watkins, op. cit., see Handler, 
“Unfair Competition,” op. cit., pp. 251-55. He concludes, in part (p. 255): “The 
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particularly unfortunate that the opportunity to clarify and 
strengthen the investigatory powers, to the extent that it can 
be done by statute, was lost. The advance here made, however, 
is an indication of a renewed interest in trade regulation and it 
may be a forerunner to further congressional action to strengthen 
the legal and administrative machinery for maintaining a com- 
petitive economy. 


Commission’s record of achievement is not very inspiring. The causes are not 
difficult to discover. The failure of Congress to define its policy and purposes, the 
hostility of the courts, the legalistic procedure of the Commission, the low calibre 
of personnel, the failure of the Commission to write opinions explaining its rulings 
and analyzing the problems of unfair competition, the bureaucracy of its minor 
officialdom, the meagerness of congressional appropriations, the failure to integrate 
its legal and economic activities—all share responsibility. This is not to disparage 
the gains made in curbing false advertising, misbranding and other forms of mis- 
representation ” Obviously, not all of these deficiencies can be cured by legis- 
lation alone. 





PHILANTHROPY AND FEDERAL TAX 
EXEMPTION 


C. LOWELL HARRISS 
Columbia University 


N THE United States many organizations have long enjoyed 
exemption from the general property tax. In the last decades 
direct personal taxes, income, death (estate and inheritance), 

and gift, have assumed an increasingly important place in fiscal 
systems; and these newer taxes have contained provisions which 
grant tax exemption to religious, educational, charitable, frater- 
nal, and similar institutions.’ The increase and the rapid growth 
of privately supported institutions have been typical of this coun- 
try—a trend which to some extent differentiates the generosity of 
Americans from that of Europeans,’ but one that can probably 
be explained in part by the stimulus derived from reducing the 


* The term “charitable” will be used to cover the whole range of causes, including, 
in their probable order of importance: religious, educational, charitable (institu- 
tions not self-supporting which provide food, clothing, medical, advisory, and simi- 
lar services for the needy either free or below the full cost of the service), medical, 
scientific, artistic, governmental, fraternal, and veterans. To qualify for exemption 
under the estate tax the bequest must go to a political unit of the United States to 
be used exclusively for public purposes or to a corporation “organized and operated 
exclusively for religious, charitable, scientific, literary, or educational purposes, in- 
cluding the encouragement of art ane the prevention of cruelty to children or ani- 
mals, no part of the net earnings « which inures to the benefit of any private 
stockholder or individual, and no substantial part of the activities of which is 
carrying on propaganda, or otherwise attempting, to influence legislation, or to a 
trustee or trustees, or a fraternal society, order, or association operating under the 
lodge system” if the funds are to be used for purposes specified above. Bequests 
have not been restricted for use in the United States except when made by non- 
resident aliens. The gift tax and income tax provisions are essentially the same 
except that veterans’ organizations are included without restriction on influencing 
legislation; the wording is somewhat different, however, making it clearer that 
unincorporated trusts and community chests qualify. All donations by corporations 
must be for use in the United States (including possessions) only to qualify. 

?See Josiah Wedgwood, The Economics of Inheritance (London, 1929), chap. 
iv, sec. 2, esp. pp. 82-83 and go-91. Wedgwood does not assign importance to 
tax exemption in this country, perhaps because he is unfamiliar with it. 

526 
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tax burden of wealth donors. The government alone stands to 
lose. 

If the exempted private institutions performed functions which 
would otherwise have to be undertaken by the government, a true 
conflict would not arise. In the past many exemptions were based 
on this hypothesis. At present the exempted organizations fre- 
quently render services which are seldom classed as ordinary func- 
tions of government. Exemption, however, continues to be 
granted on the theory that their activity is socially desirable and 
worthy of encouragement. Our intent here, however, is the analy- 
sis not of the criteria for tax exemption but rather of the size and 
source of gifts. 


PROVISIONS OF THE FEDERAL TAX LAWS 


The provisions of the federal income tax law are, roughly, that 
in computing taxable net income a person can deduct from his 
gross income all gifts to approved institutions up to a sum not 
exceeding 15 per cent of his income computed without reference 
to this deduction.’ All gifts and bequests to such institutions are 
exempt from gift and estate taxes without any limit.‘ 


Gifts reduce tax liability. Especially significant, when the tax 
rates are progressive, as they are, is the fact that gifts auto- 
matically reduce the higher brackets. Consequently, the exemp- 
tion removes property from brackets in which the highest rates 
apply. Thus, if the average rate on income were 34 per cent, but 
the highest rate 59 per cent, gifts deductible from the highest 


3 Under certain conditions, seldom if ever met, the deduction is unlimited (sec. 
120). When property rather than cash is given, full market value can be deducted 
without adding any unrealized capital gain to the income, the gift not being treated 
as realization. Thus if stock which has risen from $1,000 to $2,000 were sold and 
the cash then given, there would be added $1,000 (with adjustments) to gross 
income, on which there would be a tax liability; if the stock were given before sale, 
$2,000 could be deducted as the contribution, as before, but nothing would be added 
to the gross income for the $1,000 gain unrealized. In some cases this provision 
is quite important. In 1938 the Senate rejected a House proposal to allow as a 
deduction only the lower of cost or market value. 

‘Only federal, not state, taxes are being considered in this paper. State exemp- 
tions are general (though often limited to use in the state) and give added tax 
concessions to the donor. In New York State, for example, the state income tax 
exemption exceeds the federal exemption for incomes of a few thousand dollars. 
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bracket would reduce the tax not by 34 per cent but by 59 per 
cent of the gift. To give away $10,000 would cost’ the donor 
$4,100 and the government $5,900. The higher the tax rate, the 
greater the cost to the government; the less the cost to the donor 
or his heirs per dollar of gift. Any bequest from a net estate of 
over $4,500,000 or gift from a taxable income of over $80,000 costs 
the donor or his heirs less than it costs the federal government. 
The exemption acts in effect as a governmental subsidy to institu- 
tions qualifying for the benefit under the law. In many cases the 
subsidy is substantial. 

The subsidy is progressive, i.e., weighted to favor gifts from the 
wealthy. Thus, as the ability to give, measured by wealth and 
income, increases, the net cost of giving decreases. It costs a man 
with about $5,000 income after deduction of everything but his 
exemption $0.96 to give away $1.00; it costs the man with 
$100,000 income only $0.41 to give away $1.00. It would have 
cost less than $0.23 for any of the sixty-one persons receiving over 
$1,000,000 income each in 1936 to give away $1.00 to qualifying 
causes (yet nine of them apparently made no contributions at all 
to such causes).® It costs the heirs of a decedent leaving a net 
estate of $50,000 (before deducting the specific exemption) $0.98 
to bequeath $1.00 to charity; it costs the heirs of the decedent 
leaving $1,000,000 or over less than $0.68; and the heirs of the 
decedent leaving $10,000,000 or over, $0.33 or less. 

No restriction is placed on the percentage of the estate which 
may be deducted, but a limit of 15 per cent is placed on the 
amount deductible from income. Each additional dollar given in 
excess of 15 per cent of his income deprives the donor of the full 
dollar because there is no deduction of such gifts from total tax- 
able income. In addition the donor must pay a tax on it as part of 
his income, just as he pays tax on income spent for food. It costs 
the person with $1,000,000 income $0.23 to give the last deducti- 

s “Cost” to the donor is used in the sense of reducing the amount of capital or 


income he would otherwise have at his free disposal. The “cost” to the government 
is the reduction in the amount of tax revenue it would otherwise have. 

6 Under the present rates it costs a person with an income of $1,000,000 or more 
from $0.23 to $0.21 to give away a deductible dollar, minus any savings on capital 
gains deducted but not “realized” for tax purposes, as explained above in n. 3. 
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ble dollar, but gift of the first nondeductible dollar deprives him of 
that dollar and necessitates his paying the $0.77 tax on it out of 
the rest of his income. In the first case he is deprived of $1.00 (only 
$0.23 of which he would have had if he had made no gift), while 
in the second case he is deprived of $1.77 (of which he would have 
retained $1.00 had he made no gift, disregarding the 1 per cent 
change in rate because the dollar falls in a lower bracket). High- 
income taxes, by reducing the amount of the free income, reduce 
the amount a person can give from ‘his income over the de- 
ductible 15 per cent. 

The donor could, in a sense, escape the 15 per cent restriction by 
putting the capital which yields the income into a charitable 
foundation or (irrevocable) trust; by putting himself or close 
friends on the board or as trustees he could retain substantial con- 
trol over the investment and management of the capital and the 
determination of the particular organizations to receive the an- 
nual income.’ All the income could be used tax-free for qualifying 
purposes. Another device, one more convenient than the founda- 
tion or trust, for a person with limited means is the transfer of 
funds to a qualifying institution in return for an annuity. All in- 
come over that necessary to provide the annuity payments be- 
comes the property of the institution, and the donor includes in 
his annual income for tax purposes only the sum equal to 3 per 
cent of the total necessary to purchase the annuity until he has 
received back the entire purchase price, when the full amount he 
receives is included. These tax considerations may conceivably 
play a part in creating certain foundations, trusts, and annuities. 
Many people, however, impressed with the uncertainties and in- 
securities of contemporary economic life, will doubtless hesitate 
before they completely sacrifice control of their capital. 

The alleviation and amelioration of widespread human suffer- 
ing, want, ignorance, and lack of cultural opportunity are largely 
dependent upon the conquest of poverty. The crying need is 


7 Until the United States Supreme Court reconsiders the 4-4 decision in Burnet 
v. Duke, 54 S. Ct. 95, a donor can make himself sole trustee with very wide control 
over investment and distribution; he will, of course, be limited by the law of the 
jurisdiction regarding trusteeship. 





530 C. LOWELL HARRISS 


greater total social income. A changed distribution of existing in- 
come, however, is also important. At present a few live in luxury 
and many more in marked comfort. Good luck in inheriting prop- 
erty, training, or talents is largely responsible for the fortunate 
position of the minority. Justification for tolerating the favored 
few is frequently based upon the contention that this class will 
support art, religion, education, medicine, charity, etc., in a man- 
ner more trustworthy than democratic politicians. In truth, so- 
ciety does not rely solely upon the generosity and gratitude of the 
wealthy to get their support for good works. It offers donors sub- 
stantial subsidies in the form of tax reductions. In recent years 
tax rates have been raised, thereby increasing the effective exemp- 
tion, and the need of the poor has become more apparent. Ability 
and desire to make large charitable gifts have declined, however, 
in response to falling incomes, political attacks on the wealthy, 
and the assumption of relief burdens by the federal government. 
Moreover, the higher income, estate, and gift taxes have reduced 
the amount of income and capital at the free disposal of the 
recipient. 

Two problems are of major interest: the size of charitable con- 
tributions and the influence of the exemption provisions in 
stimulating gifts and decreasing governmental revenues. Only 
certain aspects will be considered here. 


SOURCES OF STATISTICAL DATA 


Statistics of Income publishes annually figures relating to total 
gifts as disclosed by tax returns. A word of warning is in order, 
for these figures are subject to correction since they are compiled 
before the returns are audited by the Bureau of Internal Revenue. 
Figures relating to tax deficiencies assessed and collected and re- 
funds made indicate that income and estates are understated or 
deductions overstated or both; these data cannot, however, be 
analyzed. Furthermore, changes in the tax laws and the methods 
of compilation prevent refined comparisons, and current data are 
not obtainable. Finally, the cases in the larger classes are too few 
to permit reliable trend analysis. 

Below are tables covering the years included in Statistics of 
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Income for 1922 through 1935 (1936 for incomes), a fourteen-year 
period (fifteen) covering prosperity with mild and low tax rates, 
depression with low and high rates, and expansion with high 
rates.* By merging extreme cases with the total, one type of bias 
is removed; and although certain trends may be obscured by this 
process, the results that emerge will not depend upon freak cases. 
The figures have been rounded off, with the inevitable introduc- 
tion of some minor error.? The classification of middle-bracket 
estates was changed by the Bureau during the period, and minor 
adjustments were thus made necessary. 


ESTATE TAX FIGURES 


The classification of estates by groups follows that of the Bu- 
reau. Except for the first two classes in which the figures relate to 
gross estates, the grouping is by net taxable estates, gross minus 
all deductions. Reliance upon this grouping might lead to mis- 
interpretation, since all estates at probate are larger by at least 
the amount of the specific exemption (during most of the period 
$100,000, later $50,000 and $40,000), many by the insurance 
exemption ($40,000), some by property on which estate tax had 
been paid within five years, and still others by deductible con- 
tributions. Further confusion may arise where a person left $10,- 
000,000 after deduction of debts, of which the specific exemption 
and $45,000 went to his relatives and the balance to charity. 
According to the Bureau, this estate would be classified in the 
taxable group under $50,000 rather than in the $10,000,000 class. 
Adjustment for such classification is difficult, but a rough com- 
putation of the average net “economic”’ estate (gross estate minus 
debts and administration expenses) has been made. The results 
indicate that, assuming an average specific exemption over the 
period of $80,000 (which makes the $200,000-$400,000 class really 
$280,000-$480,000 net), and remembering the insurance and 
other exemptions, a distribution on the basis of net “economic” 

® Statistics of Income for 1930 gives the income reported as received or accrued 
during the calendar year 1930 and the estates for which returns were filed during 
1931, although death may have occurred in 1930, 1931, or possibly earlier. 

° Estimates of errors disclosed none as large as one-half of 1 per cent. 
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estate after the deductions (except contributions) would not be 
very different from that given on the basis of net taxable estates." 
There is little reason to believe that many large estates have found 
their way into much lower brackets because of large charitable 
contributions; the “nontaxable-over-$50,000” group may, how- 
ever, contain a few such cases. The figures indicate that there 
were no fewer than ninety-five estates of over $10,000,000 after 
full deductions. 

The figure for net estate is not the net taxable estate (gross 
estate minus insurance and specific exemptions, property pre- 
viously taxed, contributions, and debts) but is rather net “‘eco- 
nomic”’ estate, gross estate minus debts of the decedent and ex- 
penses of administration and, when granted, widow’s allowance. 
This sum is therefore larger than the Bureau’s figure. Bequests of 
future and remainder interests are added at their present actuarial 
value. 

Although one might have expected large bequests to charity by 
decedents leaving $1,000,000 or over, the figures disclose that the 
percentage of the net estate contributed does not increase ap- 
preciably with the size of the estate, i.e., with the ability to give or 
with the amount of the tax subsidy. 

Estates of (slightly over) $1,000,000 or less provided two-thirds 
of the total left to charity in the fourteen years under review. 
True, this group contains the overwhelming number of estates but 
only a little more than two-thirds of the total “economic”’ estate. 
(Estates of $1,000,000 or less—67.6 per cent of total assets 
accounted for 66.7 per cent of the total bequests to charity.) Of 
course, the burden per beneficiary decreases as the size of the 
estate mounts, but the figures in column 5 of Table 1 show that 
the percentage of the net estate left to charity is only slightly 
higher for the very large estates than for the medium-sized. The 
percentage of charitable bequests is not positively correlated with 
size of estate. In fact, the percentage of “‘net” gift, gift minus tax 


” See also col. 10 in Table 1. It is well to add also that for the last two years the 
estates in the first two classes may in some cases have been taxable because of the 
lowered exemption. It seemed best in making the compilation, however, to group 
them as accurately as possible on the basis of the other twelve years. 
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saving, may actually decrease as the size of the estate increases; 
frequent changes in the tax structure make computation of this 
item unduly laborious. 

TABLE 1* 


RELIGIOUS, CHARITABLE, EDUCATIONAL, AND LIKE CONTRIBUTIONSTt 
FROM ESTATES REPORTED IN Statistics of Income, 1922-35 
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144,356) 34,817,000] 2,086,900 


























* Money figures in thousands of dollars. 

t Only deducted contributions are included. 

t The first two classes, ‘‘Under and Over so, no tax,” include estates for which returns are filed but 
on which no tax was due (except i in some cases in 1934 and ey bye the exemptions were lower than 
before) because of deductions; they are arranged accordii amount of the gross estate. The re- 
maining twenty classes are grouped according to net taxable estate. This division is necessary because 
of the method of tabulation used by the government. 

§ ‘‘Economic”’ estate is gross estate minus debts, unpaid mortgages, funeral and administration 
expenses, etc., but before deduction of the specific exemption, insurance exemption, property previously 
taxed, contributions, etc. All figures are before audit. 

| Col. 3 is rounded off to the nearest million, col. 4 to the nearest hundred thousand, and col. 10 to 
the nearest hundred dollars. 


Average “‘economic”’ estates of $102,200 contributed a slightly 
larger percentage to charity than average “economic” estates of 
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$10,000,000; the respective amounts were 3.5 per cent and 3.1 per 
cent. Gross, nontaxable estates of over $50,000—average “‘eco- 
nomic” estates of $63,400—left a higher average percentage to 
charity than estates over $10,000,000—$24,049,500 average. The 
$4,000,000 to $5,000,000 group left the smallest percentage to 
charity—2.7 per cent; although this group could account for 2 per 
cent of the total property bequeathed, the sum of its charitable 
contributions was only eight-tenths of 1 per cent of the total. The 
group with average nontaxable estates of $63,400 left 7.8 per cent 
of the total property but over 21 per cent of the total contribu- 
tions. In seven out of thirteen classes over $1,000,000, the per- 
centage of total contributions exceeded the percentage of total 
estates, but in no case was the excess large. One group with 1.4 per 
cent of total gifts had only eight-tenths of 1 per cent of total 
assets, while the next larger group (with average estates of 
$8,900,000) left eight-tenths of 1 per cent of total assets but con- 
tributed only four-tenths of 1 per cent of total gifts. More data 
would be necessary to compute trends or accurate figures of “net” 
cost—bequest minus tax saving. Obviously, the government has 
shouldered a substantial part of the contributions for which the 


wealthy get credit in these figures; in 1935, for example, the 
“net” cost of the gifts made by the eight decedents leaving over 
$10,000,000 each was only seven-tenths of 1 per cent of the net 
estate and only 2 per cent of the total estates left after payment 
of all taxes. 


INCOME TAX FIGURES 


Although one might assume that the comparatively small per- 
centage of large estates bequeathed to charity could be explained 
by the relatively larger contributions by the wealthy to charity 
during their lifetimes—the tax savings are substantial and social 
pressure is great—income tax figures, presented in Table 2, do not 
indicate this to be a fact. 

Once again the figures must be used with caution. During the 
period under review, changes have been made in the definition of 
“income,” especially in the treatment of capital gains and losses. 
Since only realized gains and losses are counted, and since during 
eight of the fifteen years the wealthy enjoyed tremendous unreal- 
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ized gains, the ability to increase contributions was indeed great. 
That they later suffered tremendous losses cannot explain the 
figures during the prosperous era. 

Net “economic” income is defined as gross income minus deduc- 
tions for realized capital losses, taxes paid, interest, losses by theft 


TABLE 2* 


RELIGIOUS, CHARITABLE, EDUCATIONAL, AND LIKE CONTRIBUTIONST 
FROM INCOMES REPORTED IN Statistics of Income, 1922-36 
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* Money figures in thousands of dollars. 


t Only deducted contributions are included, and only income reported on the tax return is given. 
All figures are before audit of the returns by the Bureau of Internal Revenue. 


t The first three groups are rounded to the nearest thousand. 


§ Net ‘‘Economic”’ income includes gross income including tax-exempt income where available 
(1924-1936 inclusive as reported, with an arbitrary adjustment of one-tenth of 1 per cent of income 
without tax-exempt income for the class under $5,000), adjusted to eliminate double counting. From 
the total gross are deducted taxes, interes: paid, business losses, realized capital losses (adjusted), and 
miscellaneous deductions but not contributions. Nothing is added for ‘‘real’’ income from residences, 
farms, etc., used by the owner for personal needs. 


and in business, and miscellaneous deductions, but before deduc- 
tion of contributions. No allowance has been made, however, for 
income from residences, farms, etc., used by the owner,” and it 


™ The man who owns and inhabits a house for which he would have to pay $1,000 
a year rent need add nothing to his tax return for the services of the house during 
the year, and he may deduct from his gross income any interest paid for funds 
borrowed to purchase the house and also the local property taxes on it. The renter 
cannot deduct that portion of his rent which goes for taxes or interest payment. 
For the country as a whole the real income from homes and farms (and other 
property yielding real but not monetary income) unreflected in income tax data is 
very large. Most of the wealthy probably own one or more residences and other 
property from which they receive real but nontaxable income. 
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has not been possible to summate the income of all the members 
of the family. For all years except 1922 and 1923, for which the 
data are unavailable, account has been taken of tax-exempt in- 
come as reported, with adjustment to prevent double counting. 
Since no figure for tax-exempt income is given for the group with 
incomes of less than $5,000, one-tenth of 1 per cent of all other net 
income is arbitrarily added. On the whole, the real income for the 
family group is probably larger than indicated; and the larger 
the income, the more probable that it has been divided and con- 
cealed. Except for the years in which there were large unrealized 
or nondeductible realized capital losses, the table will contain this 
bias of understating the income of the wealthier groups. 
Contributions as well as income may be understated either be- 
cause of inadequate records or because money given for the sup- 
port of needy relatives and friends often cannot be deducted, and 
at best the deduction cannot exceed $400 per donee; these limita- 
tions would prove more important in the smaller income groups." 
On the other hand, larger returns may be audited more carefully 
to prevent understatement of income or overstatement of con- 
tributions. Large gifts of capital, exceeding the 15 per cent de- 


ductible, would not appear in the figures but neither would the 
income yield of the capital in subsequent years. 
The very wealthy contribute a larger percentage of their income 


% It is well to keepin mind that the disclosures before congressional committees 
a few years ago indicated that some wealthy individuals reported no taxable income 
even though their consumption may have been large. They were able to deduct 
realized capital losses and were free to “realize,” whereas the government could 
not force realization during the years in which there was gain. It is also clear that 
during part of the period some wealthy persons made use of legal devices to prevent 
their real income from appearing as taxable income. See Tax Evasion and Avoid- 
ance (75th Cong., rst sess., H.D. No. 337, 1937). 

3 In some cases these limitations may work considerable injustice. Under some 
circumstances it might be possible to make gifts to friends or relatives through some 
incorporated charity or community chest or in the form of a loan that could later 
be deducted as a bad debt. In some cases wealthy employers have retained personal 
and household staffs under conditions closely resembling personal charity; some 
persons may maintain secretarial and clerical staffs to investigate and reply to 
requests for gifts. Neither of these two items would ordinarily be deductible. How 
they would compare with the totals of nontaxable real income, against which they 
might reasonably be set to balance, it is impossible to say. 
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than those in the medium and lower groups. When account is 
taken of their huge incomes and the progressive character of the 
subsidy, the difference appears surprisingly small.'* With two mi- 
nor exceptions, the larger the income class, the larger the per- 
centage contributed. But the rate of increase is small and the 
value of the deduction in reducing the tax probably increases 
more rapidly; and the highest group utilizes less than one-third of 
the allowable deduction, 15 per cent. On the average for fifteen 
years under review, eight of which were highly prosperous, the 
wealthiest groups contributed to the poor, to the sick, and for 
religion, science, art, and education, 4.3 per cent or less of their 
annual income in the form of deductible gifts. If the gross gift 
minus tax saving were computed, the net gift would be even 
smaller. Thus, in 1936 contributions minus tax saving, “net” 
gifts, were only 1.6 per cent of net income for the group with 
incomes in excess of $1,000,000, and only 4.3 per cent of net 
income after payment of income tax. For the group with incomes 
under $5,000 the respective figures are 1.5 per cent in each case. 

Individuals with $10,000 or less who accounted for 64.9 per 
cent of total net income made 56.3 per cent of total contributions. 
The highest group had 2.9 per cent of total income and made 3.9 
per cent of total contributions. 

The limitations of the data and of the available resources pre- 
clude accurate study of changes during the period. For the 
wealthiest group, however, it is possible to make relatively satis- 
factory comparisons of certain significant aspects. In the last 
three years, 1934, 1935, and 1936, this group’s average contribu- 
tion was 5.7 per cent of their net income compared with 3.8 per 
cent in the three years 1926, 1927, and 1928. This is a substan- 
tial increase. The sums contributed fell, however, because the in- 
comes received fell precipitously. It is interesting to note, how- 

“4 To answer the argument that the wealthy give over twice as large a percentage 
of their income as the lowest group reporting, 4.3 per cent compared with 1.7 per 
cent, it is interesting to point out that their average income was over nine hundred 
times as great. In the last four of the fifteen years, income tax rates were higher 
than previously, yet after deduction of all income taxes for two of the years from 


the net “economic” income, total contributions were only 5.8 per cent of the total 
amounts absolutely free to the individuals with incomes of $1,000,000 and over! 
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ever, that the “net”’ gift, gifts minus tax saving, fell from 3.1 per 
cent to 1.8 per cent of the total net income. The “net” gift as a 
percentage of the net income after payment of full income tax 
increased from 3.6 per cent to 3.8 per cent although the tax rates 
were trebled. 


DATA ON PARTICULAR CASES 


These totals, averages, and percentages hide several interesting 
cases, conspicuous when analyzed in isolation."® In 1922 persons 
with incomes over $5,000,000 with total incomes of $40,900,000 
contributed only $625,000 to charity. In 1923 decedents leaving 
gross, nontaxable estates of over $50,000 each left a total of 
$103,000,000, of which $18,000,000 was deductible as gifts to 
charity; nine decedents with estates between $3,000,000 and 
$4,000,000 with a total estate value of $32,000,000 bequeathed 
only $106,000 to charity; four left between $9,000,000 and $10,- 
000,000 each, of which a total of only $282,000 went to charity. 
One person left to charity $18,000 out of a $5,000,000 estate, and 
five others with total estates of $68,000,000 left $289,000 to 
charity. In the same year five individuals with incomes of more 
than $4,000,000 each—a combined total of $40,000,000—con- 
tributed about $4,000,000 to charity. In the next year six de- 
cedents with estates of $124,000,000 left only $712,000 to charity. 

In 1925 decedents leaving between $3,000,000 and $4,000,000 
each bequeathed 21 per cent of their estates to charity; but the 
next year sixteen decedents leaving between $3,500,000 and 
$4,000,000 contributed only three-tenths of 1 per cent to charity, 
and the three leaving between $9,000,000 and $10,000,000 each 
contributed less than two-tenths of 1 per cent. In 1926 the four- 
teen persons with incomes over $5,000,000 each gave to charity 
about 7 per cent of their incomes. In 1927 decedents leaving be- 
tween $800,000 and $1,000,000 each bequeathed 13 per cent to 
charity, but the twelve leaving between $5,000,000 and $6,000,000 


*s All figures used in the following paragraphs are net “economic” estates or 
incomes except that tax-exempt income is not included. Grouping is by net taxable 
estates or incomes and selection is by groups rather than by combination of indi- 
viduals in different groups. “Charity”’ is used to cover all deductible gifts. 
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each left only three-tenths of 1 per cent to charity. In 1928 three 
decedents left a total of over $22,000,000 and not one penny to 
charity. 

In 1929 almost 25 per cent of gross, nontaxable estates over 
$50,000 and 41 per cent of the eight estates between $5,000,000 
and $6,000,000 went to charity; but thirty-eight individuals with 
incomes over $5,000,000 each gave away only 5 per cent on the 
average. In the following year four with incomes between $4,000,- 
ooo and $5,000,000 contributed 1 per cent to charity. One decedent 
whose estate totaled $14,000,000 left nothing to charity. In 1931 
six decedents with total estates of $106,000,000 left only $1,800,- 
ooo to charity. In 1934 contributions from the wealthy reached a 
low point. Five left estates totaling $17,000,000, of which only 
$85,000 went to charity. Two left a total of $11,000,000, one of 
$6,600,000, one of $7,800,000, one of $4,500,000, two of $12,300,- 
ooo, and two of $8,000,000 each, a grand total of $58,200,000, 
with not one cent to charity. In 1935 six decedents leaving a total 
of $45,000,000 left nothing to charity, and in 1934 and 1935 there 
were four persons with incomes over $1,000,000 each who made 
no contributions.” 


OTHER DATA 


Data on the total contributions for each year are given in Table 
3. They show that deductible gifts from income did not rise great- 
ly during the prosperous twenties and that they declined pre- 
cipitously during the depression. The amounts bequeathed to ex- 


*© A few other cases can be cited. In 1921 ten decedents left a total of $45,000,000, 
of which only $500,000 went to charity; but six left $89,000,000, of which 
$37,300,000 went to charity. In 1927 the eight decedents with estates of more than 
$10,000,000 each left 18 per cent to charity. In 1931 one decedent left $9,466,000, 
of which $200,000 went to charity; nine left a total of almost $40,000,000, but only 
$375,000 to exempt institutions; seventeen estates with between $2,500,000 and 
$3,000,000 each contributed $532,000 to charity. In 1930 two decedents willed 
only $85,000 out of a total of $17,000,000 to charity. In 1933 two left a total of 
$32,000,000, of which only $95,000 went to charity, while one left over $5,000,000 
with no contributions whatever; twenty-six leaving between $:,500,000 and 
$2,000,000 each left 23.3 per cent to charity. While most of the extreme cases have 
been cited, there are others only slightly less striking. It would be interesting to 
check these data against the probate court data as to the specific provisions of the 
wills themselves, but this cannot be done because the names are not made public. 
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empt institutions varied considerably from year to year, with the 
low in 1923 and the high in 1925. 

In addition to the estate and income tax data, there are avail- 
able sparse materials about the gift tax. They disclose certain 
gifts probably in excess of the 15 per cent limitation, though these 
may have been made from capital gains and hence subject to 
special treatment. The law requires that gifts of $5,000 or over be 
reported for gift tax even though they be recorded on the income 


TABLE 3* 


TOTAL CONTRIBUTIONS REPORTED IN Statistics of Income 
FOR EACH YEAR 








From Estates | From Incomes From Estates | From Incomes 





74 425 220 425 
537 191 328 
533 304 
442 252 
484 273 
508 35 3°95 
533 381 
529 





6,234 























* In millions of dollars. 

nie in col. 4 of Table 1 (by less than one-half of 1 per cent) owing to errors 
tax return. A person donating $20,000 to two universities would 
deduct it on his income tax return and also file a gift tax return, 
even though no gift tax were due. In actual fact, many probably 
do not file the gift tax return for exempt gifts. The larger gifts 
will, in most cases, appear in both the income and gift tax tables, 
but the latter afford no basis for estimating the relation of gifts to 
total income or wealth. 


CONCLUSIONS 
During the period under review (1922-35 and 1936), the 
wealthiest class in this country contributed to charity much less 
than the biblical tenth. Data, individual and group, reveal, of 
course, much variation. Certain wealthy persons made very large 
gifts during the period, and others doubtless aimed to take ad- 
vantage of the full 15 per cent exemption. Hence, one can de- 
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duce—and the empirical data bear this out—that many wealthy 
individuals made insignificant contributions to charity either in 
life or at death. It is impossible to discover whether those who 
inherit wealth are more generous than those who make their own 
fortunes, nor do the data permit of classifying the recipients of the 
gifts. 

The exemption doubtless stimulates additional contributions, 
but the data reveal that the average contributions in no way ap- 
proximate the limit of maximum deductions. The loss of tax rev- 
enue is not considerable simply because gifts in no way approxi- 
mate the upper limit of the exemption. This fact suggests that 
charitable, educational, and similar institutions might place more 
stress on tax savings which would accrue, especially in the cases of 
the very wealthy, if full use were made of the exemption. Tax 
counsel might point out to their wealthy clients the opportunity 
of aiding worthy causes at a considerably reduced net cost to the 
donor and his heirs. 

Certainly there seems to be little justification for acquiescing in 
the concentration of wealth on the ground that the very wealthy 
use a major part of their wealth and income for the support of 
eleemosynary and educational institutions. There may be other 
grounds upon which to support the concentration, but there is 
little reason to suppose that a more equal distribution of wealth 
and income would increase the difficulties of private charities as 
a group. 





THE DISCOUNTED MARGINAL PRODUC- 
TIVITY DOCTRINE 


EARL ROLPH 
University of California 


I 


HE purpose of the present discussion is to re-examine the 

concept of discounted marginal productivity. After many 

years of neglect, this doctrine has recently been revived." 
Once more it must be asked whether the proposition that agen- 
cies earn and are paid the value of their marginal products should 
be qualified by the notion of discounting. 

Whether production and distribution theory are interpreted in 
terms of discounting or not may seem to be a small matter—too 
small, in fact, to be worthy of attention. Yet there are reasons 
for believing that much larger issues lie behind this seemingly 
slight variation in terminology. The discounting notion has im- 
portant ramifications in the field of interest theory. Those using 
this approach try to explain interest by a time-lag between pro- 
duction and product. It is this view which has received the vig- 
orous criticism of F. H. Knight.? 


* Wassily Leontieff, “Interest on Capital and Distribution: A Problem in the 
Theory of Marginal Productivity,” Quarterly Journal of Economics, XLIX (No- 
vember, 1934), 147-61; Arthur Smithies, “The Austrian Theory of Capital in Rela- 
tion to Partial Equilibrium Theory,” Quarterly Journal of Economics, L (November, 
1935), 117-50; Oskar Lange, “The Place of Interest in the Theory of Production,” 
Review of Economic Studies, III (June, 1936), 159-62; John R. Hicks, “Wages and 
Interest: The Dynamic Problem,” Economic Journal, XLV (September, 1935), 
456-68; Albert G. Hart, “Imputation and the Demand for Productive Resources 
in Disequilibrium,” Explorations in Economics (New York, 1936), pp. 264-71; 
Frederic Benham, Economics (London, 1938), pp. 235-36. 

For a system of ideas closely associated with the discounting approach, see 
E. H. Phelps Brown, The Framework of the Pricing System (London, 1936). 

2 “Note on Dr. Lange’s Interest Theory,” Review of Economic Studies, TV (June, 
1937), 229. See bibliography of the controversy over the period of production, in 
an article criticizing Knight’s position, “Annual Survey of Economic Theory,” by 
Nicholas Kaldor, in Econometrica, July, 1937; also Knight’s reply to Kaldor and 
Kaldor’s rejoinder, ibid., January and April, 1938. 
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A re-examination of the theory of discounted marginal pro- 
ductivity will, I think, go to the heart of this problem. At the 
same time, the basis will be laid for an alternative interest theory 
along lines suggested by Knight. 


II 


The justification of marginal productivity analysis arises from 
the fact that most agencies are substitutes for one another. If 
all types of services were used only in fixed proportions, a margi- 
nal-productivity theory would be neither necessary nor possible.’ 
In the presence of substitution, marginal-productivity analysis 
explains the relative demand for factors when they can be com- 
bined in various proportions to produce a given output. Adher- 
ents to the discounting version and to the unqualified version 
have no quarrel about the need of a theory of imputation. 

To crystallize the ideas associated with the discounting ap- 
proach, one may ask: What distinction is there between the 
statements (1) that factors receive the value of their marginal 
products and (2) that they receive the discounted value of their 
marginal products? An examination of the context in which these 
two propositions appear in economic discussions reveals that the 
term “product” does not mean the same thing. In the unqualified 
productivity statement, product refers to the immediate results 
of present valuable activities. If the product is consumption, 
such as electricity for domestic purposes, production and con- 
sumption are necessarily simultaneous, since production (the 
service-flow) and consumption (the enjoyment) are merely differ- 
ent ways of viewing the same composite activity. Furthermore, 
if the product is an asset, there is likewise no lag in time between 
the application of resources and the product. To visualize this 
implication, one must be prepared to define assets as all things 
which are expected to yield a valuable service flow in the future, 
whether at the moment they are in “salable” or “unsalable”’ 
form. For example, workmen and equipment beginning the con- 

3 With fixed proportions, the demand for an agency in any one use is explained 
by the demand for the product. Its supply is determined by the possible gain from 


alternative employments. The price of the service is, of course, determined by the 
interaction of the two. 
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struction of a building may have only a few stakes in the ground 
to show for their work the first day, but this and not the com- 
pleted structure is their immediate product. Thus the doctrine 
that a factor receives the value of its marginal product refers to 
this immediate product. The simultaneity of production and 
product does not require any simplifying assumptions. It is a 
direct appeal to the obvious. Every activity has immediate re- 
sults. The unqualified version of the productivity theory is an 
economic application of this generalization.‘ 

Some conclusions are immediately evident. Because produc- 
tion and the product (in the sense of immediate results) are nec- 
essarily simultaneous, the unqualified statement of the produc- 
tivity theory is formally accurate and general. Under competi- 
tive conditions, owners receive the value of the marginal products 
of their agencies, regardless of how these agencies may be classi- 
fied. This proposition holds for the case of the production of 
assets as well as for the case of the production of services for con- 
sumption. Thus, the unqualified productivity theory cannot be 
criticized on the ground that it is incorrect or even incomplete 
in the sense of requiring special assumptions. 


In contrast, the term “product” in the phrase “discounted 
value of marginal product”’ refers to some remote product. At 
least two meanings of the term are apparent in the writings of 
those inclined toward the discounting approach. Product some- 
times refers only to “consumers’ goods.” Indeed, this is the mean- 
ing of product found in the concept of an average period of pro- 
duction as defined by Boehm-Bawerk.’ Viewing product in this 


4 This point is commonly misunderstood by those adhering to the discounting 
approach. E.g., Leontieff asserts: “ ... . If production required no time and goods 
were turned out at once, simultaneous with the productive use of factors involved, 
no capital would be needed” (op. cit., p. 150). Here he confuses the rather fantastic 
notion that production is timeless with the idea that production and product are 
simultaneous. It is obvious, to be sure, that nothing can happen in no time at all 
and thus it must be true that production proceeds at some rate at any moment. 
This is no more than saying that production is a kind of activity. But it should be 
equally obvious that at every moment in the history of an activity it achieves re- 
sults—i.e., that products emerge simultaneously with the application of factors. 

5 The Positive Theory of Capital, translated from the German by William Smart, 


pp. 78-91. 
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way, one finds a time interval between the application of re- 
sources and the “product,” since, in fact, not all results of cur- 
rent activities in an economy are consumers’ goods. More re- 
cently, product has been identified with those items which firms 
sell to the public.® As long as a business produces anything which 
it uses itself, it is possible to find a period of time between produc- 
tion and the salable product. Of course, no time interval can be 
discovered if product is defined in the causal sense as the immedi- 
ate results of current activities. 

When the meanings of the term “product” are made explicit, 
the discounting theory may be stated as follows: Agencies are 
paid the discounted value of the future service-flow of the im- 
mediate product. Restated in this fashion, there is no great dif- 
ference between the two versions of the productivity theory. The 
unqualified version holds simply that agencies receive the value 
of their marginal product. It contains no direct implication as 
to how this value is determined. The discounting approach goes 
one step beyond this. It implies that the present value of a prod- 
uct is found by discounting its anticipated future returns. When 
products are assets, there is little difference between saying that 
agencies receive the discounted return and saying that agencies 
receive the present value of the product. The present value of 
an item must always be equal to its future yield discounted back 
to the present if the correct rate of discount is employed. Thus, 
the only apparent difference between the two views is a choice 
of words to say virtually the same thing. One must be prepared, 
then, to admit that the discounting approach, judged purely from 
a formal point of view, is equally as correct as the unqualified 
version. 

This reasoning reveals at least one possible source of debate. 
As noted above, the discounting statement conveys the implica- 
tion that the determination of the value of an immediate product 
is found by discounting its anticipated yield. Since there are other 
ways than discounting of determining present values, notably 
by the costs of producing assets, the view that present values 


* Leontieff, op. cit., pp. 150-51; K. E. Boulding, “Professor Knight’s Capital 
Theory: A Note in Reply,” Quarterly Journal of Economics, L (May, 1936), 525-26. 
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must be determined by discounting may be challenged. This 
point is considered in some detail below.’ 

The formal identification of the discounting statement with 
the unqualified statement does not settle a much more profound 
difference between the two explanations of returns. Without ex- 
ception, the “‘time-lag”’ theorists insist that only some factors re- 
ceive the discounted value of the service-flow of the immediate 
product. The use of the concept of discounting is supposed to 
convey the idea that because some agencies receive a discounted 
share, other agencies receive a share explained on other grounds. 
This is the doctrine of the mnonco-ordination of factors. There 
would be no logical objection to saying that all agencies receive 
the discounted value of the future yield of the immediate product, 
but there are very strong objections to saying that some factors 
receive a discounted return and that other factors do not. This 
is the fundamental fallacy of the discounting approach and the 
issue is not a purely verbal one. The following discussion will 
aim to demonstrate that the doctrine of the nonco-ordination of 
factors is erroneous. 


III 


The idea that not all factors of production are co-ordinate finds 
its origin in the view that labor is the only factor which is “really” 
productive. Because laborers receive only the discounted value 
of their product, something remains for the owners of other 
agencies. The older wage-fund doctrine and its modern equiva- 
lent, the wage-flow concept, are based on the contention that 
labor is productive in some sense which is not true of other 
agencies.* Wicksell partly generalizes this doctrine by insisting 
that owners of land as well as owners of labor receive a dis- 
counted value product.® With his usual candor, Wicksell goes 
on to ask whether the owners of “capital” receive a discounted 
share, but at this point he retreats, contending, without explana- 
tion, that it is absurd to suppose that some one “advances” to 


7 See below, p. 553. 
5 F. W. Taussig, Wages and Capital (New York, 1896), p. 20. 
9» Lectures on Political Economy, I (New York, 1934), 150. 
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the “capitalists."*° The separation of labor and land from 
capital reveals, according to his view, that whereas the former re- 
ceive a discounted share, the latter receive an undiscounted share. 
Labor and land are, in Wicksell’s opinion, the only factors that 
are “really’”’ productive." What this is supposed to mean is not 
clear from his discussion, but it forms the foundation for his con- 
tention that the earnings of “capital’’ are explained indirectly 
through the productivity of land and labor rather than in terms 
of productivity of capital agencies as such. 

A recent version of the asymmetrical view of the factors of 
production is expounded by O. Lange.” Instead of using the 
much-criticized distinction between “original factors” and “capi- 
tal,”’*s he classifies all agencies into “physical factors” and “money 
capital.’’*4 “Money capital,” instead of being co-ordinate in pro- 
duction with other agencies, is said to be “superordinate” in the 
sense that it is “....a method of employing the ‘physical fac- 
tors.’’’ To support this view, Lange analyzes the borrowing process 
of a business. At the beginning of a period, the firm is assumed to 
sell its securities (borrow money) to obtain cash, and then, by 
hiring services, to produce goods which are partly finished. At 
the end of the assumed “delay-period,” the firm is supposed to 
have used up everything produced during the period except the 
finished product. The cash realized from the sale of the finished 
product is compared with the sums spent for the hired services 
during the period. The condition for the existence of interest is 
that the cash realized is greater than that spent in the purchase 
of services. The earnings of the hired services are explained by 


” Ibid., p. 188. The idea that all earnings received by owners of property and 
labor are “advanced” is, of course, absurd. But the remedy is not to suppose as 
Wicksell does that some owners advance earnings to others, but rather to recognize 
that all factors receive what they currently earn. 

" Tbid., p. 150. 2 Op. cit. 

“ F, H. Knight is a severe critic of this distinction (cf. “The Quantity of Capital 
and the Rate of Interest,” Journal of Political Economy, XLIV (August, 1936], 453). 

4 Just how Lange’s distinction differs from that of Wicksell is not clear. At 
times Lange uses the concept of physical factors to mean labor and natural resources 
—i.e., Wicksell’s original factors (cf. “Professor Knight’s Note on Interest Theory,” 
Review of Economic Studies, IV (June, 1937], 232). 
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discounted marginal productivity, in terms of the value of the 
finished product at the end of the period. The earnings over and 
above this amount are explained, not by the productivity of 
“physical factors,’ but by the shortage of “money capital.” This 
appears to be the only discernible reason for maintaining that 
“money capital’’ is superordinate to other factors. 

This time-lag approach to production and distribution theory 
must be analyzed in some detail to reveal its errors. It neglects 
the productivity of (1) the goods produced and used entirely 
within the firm, and (2) cash itself. If it can be demonstrated 
that all agencies, including these two, are co-ordinate in produc- 
tion, Lange’s thesis that money capital is superordinate to other 
factors breaks down. 

To prove that all agencies must be treated alike, let us consider 
a firm operating in a completely competitive environment. The 
prices of all hired service and the price of the salable product are 
given for the management of the business. The application of the 
productivity theory to the goods produced and used within the 
firm can perhaps be best explained if the functions of a business 
are separately considered. In one aspect, a business unit is a 
device to own property. It is impractical and often impossible 
for a business to rent all the property it uses. The income of the 
property owned within the business goes to the owners of the 
firm’s securities. Whatever the legal character of the securities, 
their owners jointly receive whatever income the property of the 
business earns. The receipt of this income is independent of the 
dividend policy of the company. If, during any period, the busi- 
ness pays to its security holders less cash than the net value 
product of its property, it is nevertheless true that the security 
holders receive these earnings. In this case, the earnings are in 
the form of an increase in the value of the property owned within 
the business. 

In addition to the function of ownership, a business may be 
regarded as a collection of productive centers. Each center is a 
combination of services producing a particular type of product. 
Many of these centers have a product which is employed in other 
centers. Only a few centers may yield a product which is sold 
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to the public. For example, an automobile company consists of a 
large number of centers, each producing an item which when com- 
bined with others forms the “finished” product. Only the selling 
branches of the company have a product which is in the form of 
cash. A center may be thought of as buying its services from the 
ownership organization. It pays for these services by the simul- 
taneous sale of its immediate product to the ownership organiza- 
tion. Thus conceived, there is no lag in time between the pay- 
ment for services and the receipt of the value product with re- 
spect to each center, regardless of the character of its product. 
The unqualified productivity doctrine means not only that pro- 
duction and product are simultaneous, but also that the payment 
for services and the receipt of the value product are also simul- 
taneous. 

The concept of a productive center reveals why the goods-in- 
process within the business (as well as all other items) have a 
direct and immediate value product. Each center employs some 
services hired outside the business (e.g., labor) and the services 
of various kinds of property, some or all of which may have been 
previously produced within the enterprise. The yields of all 
things employed in each center are explained in the same manner. 
For any assumed set of prices, the quantity employed of each 
item is the amount which equates its marginal value product to 
the price of the service to the center. This equalization provides 
the best combination of resources within each center, since the 
management could always increase its own gain by employing 
more of those items which yield a marginal value product greater 
than their prices and by employing fewer of those which yield less 
than their prices. Given the assumed set of prices for all services, 
the condition of equilibrium for each center (and hence for the 
entire business) is equality between each item’s marginal value 
product and its price. 

To make our analysis formally complete, it is necessary to de- 
termine the equilibrium set of prices for the services employed 
in each center. The prices of hired factors present no difficulties, 
since, under competitive conditions, they are given for the firm. 
In the absence of explicit market prices for the services of the 
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property owned within the business, we must ask what prices 
the ownership organization charges the centers for the use of its 
property. Since the ownership organization presumably attempts 
to maximize the net earnings of its property, it will so allocate 
these services among the centers that each item earns a maximum 
net yield. The best system of allocation satisfies the condition 
that no gain can be achieved by shifting property from one center 
to another. Aside from the possibility of renting property, the 
prices of the services of property and the quantities allocated to 
each center depend upon the amounts of the various kinds of 
property owned within the business as a whole." Changes in the 
quantity owned may occur because of failure to maintain par- 
ticular depreciating items or through procuring more property. 
In the light of these possible variations in quantities of particular 
assets, the prices charged for property services by the ownership 
organization must also fulfil the condition that no item yields 
marginally a higher rate of return on its cost of replacement than 
the prevailing rate of interest. Otherwise, an incentive exists to 
add such property to the enterprise."® The prices of the property 
services which satisfy these conditions are the theoretically cor- 
rect costs of using the property owned within the business, and 
it is the equality between the marginal value product of an item 
and the price of its services thus determined which decides the 
amount of the various kinds of property employed within each 
center. 

No reasons have been discovered for the view that the goods- 
in-process within the firm do not have a productivity in the same 
sense as hired factors. On the contrary, once a firm is divided 
into various centers, the goods-in-process clearly have an imme- 


*S The concept of ownership requires some explanation. A business may have 
a property right even in property which it may be renting if the contract is not 
continually subject to revision. A contract providing for a given rental to endure 
for a long period may itself become a valuable asset to the business in the sense 
that the property currently earns more than the rental. Likewise the reverse may 
be the case. In the present discussion, ownership refers to such assets as well as to 
the property which the management may dispose of as it sees fit. 


6 The function of the rate of return in the economy as a whole is discussed below’ 
see below, p. 553. 
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diate value product in the center in which they are employed. 
The fact that they are the products of other centers does not 
in any way qualify this conclusion. The moment an item is pro- 
duced, its services co-operate with others to produce a product of 
some sort. Exclusive attention to the “finished” product makes 
it easy to overlook this fact. Thus, we must reject the doctrine 
that goods-in-process within the firm are nonco-ordinate with 
other factors.*? 

Since some writers, notably Lange, lay great stress on the differ- 
ence between money (“money capital’’) and other things as far 
as productivity theory is concerned, our theory cannot be com- 
plete unless the productivity of cash is explained also. This sub- 
ject is full of pitfalls. To avoid confusion, cash must be distin- 
guished from income-yielding securities. The latter are claims on 
the earnings of human beings or property. They are devices to 
separate the control of property from its ownership. Likewise, 
the productivity of cash is not the productivity of what can be 
bought with cash. The yield of any physical item acquired by a 
business is explained by its productivity. The earnings of cash 
arise from the difference a stock of cash makes in the operation 
of a business. 

The cash-balance approach gives the clue to the explanation 
of the role of cash in a business. A firm may acquire cash by sell- 
ing its securities, by selling any property owned within the busi- 
ness, including the “finished” product, or by selling some com- 
posite service-flow. It releases cash by buying back its own se- 
curities (including paying its debts), or by buying property or 
services. If a business could depend upon releasing cash at the 
same rate that it acquires cash, it could operate, conceivably, 
without a cash balance. In this case there would be no produc- 
tivity of cash within the business, since it would hold no cash, 
even momentarily. 


" From the foregoing analysis, one confusion in the concept of “money capital” 
becomes apparent. As this term is used by Lange and others, it includes the cash 
balance of the business and the value of the various items produced within the busi- 
ness during the period under observation. Thus “money capital,” like the concept 
of “capital,” does not designate a homogeneous factor, but simply the sum of the 
money values of some factors. 
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Since perfect synchronization of money payments and money 
receipts cannot be relied upon, a cash balance is essential. To 
release more cash than is currently acquired, a firm must hold a 
cash balance to begin with. Likewise, to acquire more cash than 
it releases, a balance must come into existence. A firm may be 
able to plan its receipts and disbursements to minimize its average 
balance, but any planning involves costs. Economical arrange- 
ment requires adjusting the size of the balance held during each 
moment of time to make the value of its marginal product equal 
to its service price. A larger amount would not be worth its cost; 
a smaller amount would be worth more. 

In practice, aside from lack of synchronization, a business finds 
it necessary to hold some cash. A firm cannot anticipate in detail 
when it may be required to pay out money. Some minimum 
balance is usually maintained as a matter of policy in the light 
of this uncertainty. Furthermore, even though it owns property 
of a sort that could readily be converted into cash, there may be 
costs involved in disposing of it or some uncertainty concerning 
the price it will bring. The idle balance which acts as an insurance 
fund has a productivity in the same sense as a fire extinguisher. 
The cost of holding a dollar in cash may be compared with the 
gain of avoiding the possible loss from events whose occurrence 
is unpredictable in detail. The usefulness of cash explains its re- 
turn and we find that cash, too, stands on the same footing as the 
other factors of production."* 

Thus all factors are co-ordinate in production whether they 
are the services of items hired outside or the services of things 
owned within the business."® 


* The proposition that cash is productive is only superficially contradictory to 
the older view that money is an unproductive form of wealth. The position given 
above relates to a firm in a given price environment. For the economy as a whole, 
the productivity of cash is independent of its quantity, since the latter is a purely 
arbitrary calculation. This is, I think, the proper meaning of the notion that money 
is unproductive. 

In the operation of the present economic system, the fact that property is 
largely owned by those who use it does make some important differences. The prices 
of these services are completely flexible, in the sense that any change in their mar- 
ginal value productivity is automatically reflected in their prices. In the case of 
hired services a change in marginal value productivity may not be reflected in a 





DISCOUNTED MARGINAL PRODUCTIVITY DOCTRINE 553 


IV 


One further aspect of the discounting theory remains to be 
considered. As pointed out above,”° when restated in terms of 
immediate product, the discounting approach becomes a theory 
of capitalization. It is an assertion that the present prices of 
products (when products are assets) are determined by discount- 
ing their future yield. To evaluate this doctrine, a theory of capi- 
talization and of the rate of interest is needed. The scope of this 
discussion does not permit an adequate development of interest 
theory, although once all factors are seen to be co-ordinate, this 
task is greatly simplified. The outlines of a theory of interest will, 
I think, show that the discounting theory of capital values is 
correct as far as it goes, but because it assumes the interest rate 
to be given it is highly incomplete. 

The rate of return of an item is its net income divided by its 
capital value. If any two of the three items, rate of return, net 
income, and capital value are determined, it follows by arithmetic 
that the third is determined also. Thus, a theory of capitaliza- 
tion and a theory of the rate of interest must come to the same 
thing. 

The net yield of an asset is determined by the value of its 
marginal product minus its calculated maintenance cost. The lat- 
ter is that part of an item’s gross yield (rental) which must not be 
consumed if a continuous even flow of income in perpetuity is to 
be obtained.” 

The yields and prices of assets (capital values) are explained 
by the demand and supply conditions surrounding each type of 


price change either immediately or “in the long run,” in which case unemployment 
may arise. Under competitive conditions, this is not a problem, since all prices are 
automatically flexible. 


2° See above, p. 545. 

* This definition of maintenance cost is independent of whether property owners 
actually consume more or less than this amount. It is a point of reference, not a 
description of how economic agents behave. (Cf. F. H. Knight, “The Quantity of 
Capital and the Rate of Interest,” Journal of Political Economy, XLIV (August, 
1936], 457.) This calculation depends upon people’s ideas about the future. For 
any given moment of time, these expectations are given and are assumed to be 
definite. Expected results may, of course, turn out to be wrong. 
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asset. The demand for assets arises from the desire of property 
owners to obtain net incomes, either by renting property to 
others, or by turning over its control to a business unit, or by the 
owners using the property themselves. However the earnings 
arise, people desire assets because of an expected valuable service- 
flow in the future. The attempt of investors to maximize net in- 
come per dollar’s worth of assets owned explains the relative de- 
mand for assets. Those assets which are expected to yield a higher 
rate of return than others are obviously preferred. But this pref- 
erence operates to bring the rate of return of such items into line 
with others. Competitive bidding reduces the prices of those 
yielding low rates and raises the prices of those yielding high 
rates. Equilibrium is reached when each item yields the same 
rate of return as every other. The demand for assets, like the 
demand for consumption, is determined by the equalization prin- 
ciple—equalization of gain per dollar’s worth. Applied to assets, 
the gain is anticipated net income. 

The relative or money costs of producing assets finally de- 
termines their prices. The fact that the public desires assets gives 
entrepreneurs a money-making opportunity. The entrepreneur’s 
motivation is that of realizing a return for his own services. The 
costs of production are the sum of the prices of all services em- 
ployed to produce any particular kind of asset.” These prices 
are explained by two principles: (1) marginal productivity and 
(2) the allocation of services (both of human beings and of prop- 
erty) to maximize gain. Marginal productivity explains the de- 
mand for services to produce any particular product. Allocation 
explains the supply of services for that product. Equilibrium con- 
ditions exist when the price of each type of service is equal to its 
marginal return in every employment. 


* It should be noted that the prices of the services of partly finished assets are 
to be included among these costs. The same result may be achieved by including 
interest during the period of construction. This interest cost is the net earnings of 
the goods-in-process. The concept of a construction period, unobjectionable in it- 
self, is apt to mislead those accustomed to the time-lag approach, by suggesting 
that this period is another illustration of a gap in time between production and the 
product (e.g., O. Lange, “Professor Knight’s Note on Interest Theory,” Review of 
Economic Studies, IV [June, 1937], 231). To forestall this possible confusion, 
the concept of a construction period is avoided in the present discussion. 
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The demand and cost schedules of an asset mutually determine 
its price. In equilibrium, the price of each currently produced 
item is equal to its cost, and all rates of return are equal. This 
uniform rate is finally determined by the costs of producing as- 
sets.?3 Thus, as F. H. Knight has explained, the cost of producing 
new assets determines the rate of return at which the future yields 
of all other assets are discounted.” 

The objection may be raised that costs can never be said to 
determine prices unless constant costs prevail. There is no pre- 
sumption that this is the case in the production of assets of any 
particular kind. Consequently, a theory of the demand for assets 
is essential to a complete theory of asset-price determination. 
Such a theory is provided by the application of the equalization 
principle to the desire to own property. 

The discounting theory of capital values is correct, in the sense 
that once the future yield of an item and the rate of return are 
known the capital value is known also. At best, however, it pro- 
vides only a theory of the demand for assets—namely, that own- 
ers will pay that price for an asset which makes its rate of dis- 
count equal to that for every other asset. But the marginal costs 
of producing assets are the final determinants of capital values. 
Thus, as a theory of capitalization, the discounted productivity 
doctrine, restated in terms of immediate product, fails because 
it is incomplete. 

V 


If the previous analysis is correct, it becomes clear that the 
discounted marginal-productivity doctrine must be discarded. It 
is devised to explain some earnings when production is falsely 
assumed to be separated in time from the product. This erroneous 
idea gives the discounted product view a certain plausibility, for 
once a time-lag approach is adopted, the adequacy of the simple 
productivity analysis to explain all earnings is no longer clear. 


*3 Marginal cost, if in each firm there is some service which is fixed in quantity 
with its earnings excluded from costs; average cost, if no earnings are excluded from 
costs. When the quantity of all services, including management, is dependent upon 
earnings in any degree, all earnings must be counted as costs to determine output. 


* “Interest,” Encyclopedia of the Social Sciences, VIII, 135. 
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But the difficulty is an imaginary one, and when this is realized 
the discounting approach ceases to have an excuse for existence. 
It explains nothing which cannot be more effectively explained 
without it. 

The doctrine of the nonco-ordination of factors gives the dis- 
counting approach its importance and explains why it has per- 
sisted in economic thinking. This asymmetrical theory of returns 
misses the fact that at every moment the services of all agencies, 
including capital items, co-operate to produce products. No fac- 
tors are superordinate to others; they must all be treated alike. 
It follows that the time-lag approach provides no explanation of 
interest. These earnings are explained by the marginal value 
productivity of property items in exactly the same manner as the 
earnings of nonproperty items, such as labor service. The rate of 
interest, on the other hand, finds its explanation in the mutual 
relation between the attempts of investors to maximize net earn- 
ings per dollar’s worth of assets owned and the attempts of en- 
trepreneurs to make money by producing assets. The rate of 
interest is finally determined by costs. The discounted doctrine, 
with its implications, obstructs the recognition of this simpler 
and more direct way of explaining economic processes. Economic 
analysis will be well served if the theory of discounted marginal 
productivity is placed among the obsolete doctrines in the de- 
velopment of economic thought. 
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economists had failed to give a complete explanation of the 

mutual determination of all prices and, therefore, also of the 
incomes of the owners of the various factors of production. By simpli- 
fying the factors into the three items—land, labor, and capital; by 
assuming a given subsistence level of wages (via pressure of popula- 
tion); by positing a constant proportion throughout the economy be- 
tween capital and labor; and by eliminating land from their picture 
in considering only the rentless margin of cultivation, the inadequacy 
of the premarginal theories was considerably cloaked, but it could not 
be prevented from showing itself in the necessity of pretending to ex- 
plain the unexplained share of one or more of these factors as a residual 
or surplus. The indeterminacy which left it free to decide which factor 
or factors were to be treated as recipients of residuals provided the 
opportunity for scholastic disputation, while the fact that the income 
accruing to the owners of each of the three factors of production cor- 
responded very closely to the three social classes of landlords, capital- 
ists, and workers provided the energy for the insistence that some par- 
ticular factor was rewarded only by the surplus and the implication 
that the owners of that factor were social parasites or worse. 

It would appear to be difficult to consider the workers as function- 
less residual claimants in this sense; but the physiocrats, in their ob- 
session with the fundamental fruitfulness of land, almost succeeded in 
doing so. Ricardo much more convincingly stressed the surplus nature 
of rent and as a capitalist (and a sympathizer with the laborer) was 
distressed at the prospect of the landlord’s passively absorbing all the 
fruits of technical progress and of the capitalists’ accumulation. Mal- 
thus, as a defender of the landed interests, was more concerned with 
the evils of a high profit (interest) rate as a brake upon economic ac- 


Bo the rise of marginal analysis the classical political 


* A review of Maurice Dobb’s Political Economy and Capitalism: Some Essays 
in Economic Tradition. London: George Routledge & Sons, Ltd., 1937. Pp. viii+ 
360. 10s. 6d. 
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tivity and found a useful function for the landlords in their propensity 
to spend. 

As a result of these disputes it was impossible for classical political 
economy to avoid occupying itself with problems of the class structure 
of society and its class conflicts. Because of this, Marx was able to 
consider the development of society as a whole, to simplify it into a 
manageable shape by the concept of the class struggle, and to build 
up his great contribution to the “laws of motion” of social organization 
without departing very considerably from the topics commonly dealt 
with by the classical political economists. It required very little shift- 
ing of the basis of the argument to enable him to lump land and capital 
together as instruments for providing surplus value for their owners 
by means of the exploitation of labor. 

With the development of marginal analysis the gap in the theory 
was closed and political influences had to seek some other confusions 
whereby the advocacy of particular interests might contrive to acquire 
the respectability of impartial scientific doctrine. In the meantime the 
landlord and capitalist classes had more or less resolved their differ- 
ences in a marriage settlement, and the great remaining social conflict 
was between capital (in the wider sense, including the landed inter- 
ests) and labor on the issue of capitalism versus socialism. 

The influence of capitalist propaganda occasionally showed itself 
in a completely unwarranted identification of the marginal product of 
a factor—which is what the owner of the factor would be paid in a 
perfectly competitive capitalist society—with the deserts of the owner 
of the factor. In this way the capitalist system was shown to be just. 

But such barefaced apologetics was rather rare among competent 
economists. (Though many who are quite innocent give the impres- 
sion to the majority of their students that they are using this apologisti- 
cal argument, and they can be blamed for using a terminology—like 
Professor Pigou’s “exploitation”-—that suggests that it is only depar- 
tures from the distribution which would result from perfect competi- 
tion that can give rise to injustice.) Much more common and very 
useful from the point of view of capitalist apologetics was the with- 
drawal of the pure economist from the consideration of social struc- 
tures and the class basis of society. It became fashionable to regard 
such items as the distribution of income or of property and the tend- 
ency of inventions to be labor saving as “data’”—even when these 
items were clearly not “given’’ independently of the economic proc- 
esses considered, but were influenced or even determined by them— 
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wherever the examination of the determination of these data would 
lead to significant sociological considerations. This prevented the econ- 
omists from prosecuting the “process analysis” of the “laws of mo- 
tion’ of society as a whole and restricted them to what Marx called 
“vulgar political economy”—the contemplation of static equilibria 
subsequently refined into the pure logic of choice in which there were 
no social classes, nor even men and women, but only an indefinite 
number of factors of production all applied in a symmetrical manner 
in accordance with given production functions to provide the products 
demanded by given scales of preference and receiving awards related 
to their marginal productivities. Such asceticism enabled them to con- 
struct beautiful and harmonious systems that could, on occasion, be 
identified by the careless or the unscrupulous with existing capitalist 
economy and permitted any criticism of the actual society, which 
naturally had to go outside of these imaginary systems, to be dismissed 
as “unscientific.” 

Mr. Maurice Dobb’s book consists of eight essays, the main theme 
of which is this degeneration of classical political economy, which was 
intimately concerned with social structure and class relationships, to 
modern pure economics to which such matters are foreign. In bringing 
this issue clearly before the English reading public—and the English 
reading economist—Mr. Dobb has rendered a valuable service. This 
service is no less valuable for America where an unclarified sense of the 
same inadequacy of economic theory provided the motive for those 
institutionalists who were not merely seeking an excuse for their ignor- 
ance of economic theory. This is the burden of chapter ii, “Classical 
Political Economy”; chapter iii, “Classical Political Economy and 
Marx”; and in particular chapter v, “The Trend of Modern Econom- 
ics”; while chapter vii, “Imperialism,” perhaps the best chapter in 
the book, is an excellent example of a more profound treatment of a 
real and historical phenomenon, transcending the limits of pure eco- 
nomics and partaking of the virtues of the tradition of political econ- 
omy. 

There is, however, a subsidiary theme running through the book 
which is, in my opinion, false and which so much irritates a reader who 
is acquainted with modern economic theory that he is likely to miss 
the main theme and reject the whole book as a scholastic apologetic for 
an exploded theory of value. In the oversimplified account of the de- 
velopment of fashions in economic theory given at the beginning of 
this article the development of marginal analysis in place of the labor 
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theory of value is seen as a fundamental improvement in theory which 
closed a gap and so forced class ideologies to search for other chinks 
in the logical armor of economic theory, or, failing at that, to try to 
restrict economic theory to harmless abstractions. The effective reply 
to such apologetics—beautifully illustrated in Mr. Dobb’s own excel- 
lent essay on imperialism—is to override the restrictions and to con- 
sider all the relevant social implications, even if that is considered to 
be in bad taste. But Mr. Dobb’s practice (in this and in other respects 
as will be shown below) is better than his theory, for he seems to re- 
gard the labor theory of value as an instrument far superior to margi- 
nal analysis, which is a kind of Trojan horse insinuated by bourgeois 
apologists into the citadel of political economy for the purpose of 
emasculating a discipline rendered dangerous by the Marxian corol- 
laries. This secondary theme is all the more likely to submerge the 
primary one as it appears right at the beginning of the book in a very 
poor first chapter, ““The Requirements of a Theory of Value.” 

Mr. Dobb is too good an economist to attempt to defend the labor 
theory of value in its crude form which says that in capitalist society 
commodities tend to exchange in proportion to the average socially 
necessary labor time incorporated in them, which is simply false. He 
supports a more refined form of the labor theory of value (as elaborated 
in Ricardo’s footnotes and Marx’s Vol. III) which makes allowance 
for differences in the ratio of capital to labor in different commodities 
and refers to the amount of labor incorporated at the rentless margin. 
In this form it is not false, but neither is it a theory of value. Without 
modern marginal analysis the position of the rentless margin is un- 
explained and the relative importance of capital and labor in affecting 
price, as well as the proportions in which they will be combined in 
different commodities, are all undetermined. That the author should 
overlook such inevitable, and indeed well-known, objections is a phe- 
nomenon that requires further explanation. 

Some further plausibility is given to Mr. Dobb’s case by his speak- 
ing of marginal analysis most of the time as if it were a one-sided utility 
theory that did not take into account the cost or resistance side—let 
alone give it symmetrical consideration—and so was entirely too sub- 
jective, the whole edifice resting on utility, whose very existence is 
open to question. Against this the labor theory of value is supposed to 
be grounded on the solid rock of objective cost—anchored to the bed- 
rock of observable effort expended—providing a constant that deter- 
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mines the system, etc.; minor variants of these metaphors abound 
throughout the book. 

It seems to be necessary, though not very obviously so, to acquit 
Mr. Dobb of using some variant of the essentially ridiculous and meta- 


physical Aristotelian dogma used by Marx (though Dobb would deny , 


even this) that commodities must have some quality or attribute or 
“substance” in common that enables their exchange values to be com- 
pared, and that this common element, which Aristotle as a result of 
living in a slave economy was unable to see, is none other than the 
socially necessary abstract human labor congealed within them. Mr. 
Dobb does believe, however, that only in terms of a cost theory of 
value (and the labor theory of value is considered to be a defensible, 
and the only defensible, cost theory of value) “can the concept of sur- 
plus acquire a meaning; while without it (or something akin to it) no 
criterion of the differentiation between class incomes seems able to 
exist” (p. 30). It is this sociological consideration that is the real 
reason for holding on to the labor theory of value rather than any 
methodological concern for a constant that would anchor the theory 
of value to bedrock. Mr. Dobb would say that the two arguments 
really mean the same, but that is merely because he has substituted the 
sociological argument for the Aristotelian dogma which has had the 
inconvenient habit of vanishing whenever anyone had the temerity to 
question its self-evident nature. 

The theory of surplus value, including the labor theory of value, 
was very much worth while when it was put forward by Marx. If, in 
its fundamental (and tautological) statement that property-owners ap- 
propriated to themselves that part of the product that did not go to 
the workers, it failed to explain satisfactorily what determined either 
the values of the commodities or the distribution of the product among 
the various factors and the social classes, it was in this no worse than 
any of the contemporary premarginal theories. Sociologically it had 
the advantage of bringing the fact of social classes into the picture so 
that its effect on values through demand, and thus on prices and dis- 
tribution again, is less easily overlooked. Politically it served the pur- 
pose of harnessing to the revolutionary cause the workers’ petty bour- 
geois reverence for private property by presenting the whole output as 
their product and therefore justly their property, so that the part of 
the social income going to the capitalists and landlords appears to have 
been filched from its rightful owners. But now that marginal analysis 
has solved the value problem, it is not only illegitimate to persist in 


- 
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repeating the Marxian riposte in that unscientific debate—it is quite 
unnecessary. For Mr. Dobb is quite mistaken in supposing that the 
concept of surplus and consequently the “criteria of differentiation be- 
tween class incomes” can have no meaning except on the basis of a 
cost—i.e., labor—theory of value. On the contrary, only with the de- 
velopment of marginal analysis has the concept of surplus been suffi- 
ciently refined to enable it to be used in rigorous argument. The re- 
tention of the labor theory of value and the theory of surplus value is 
now as useless to the socialist movement, and probably more harmful, 
than would be the compulsory perpetuation of Marx’s tonsorial habits. 

In modern economic theory surplus represents that part of the in- 
come accruing to the owner of a factor of production that is not neces- 
sary for the purpose of making available the productive service that 
the factor yields. What part of any income is in this sense a surplus 
or “unnecessary payment”’ is thus seen to depend upon the width or 
narrowness of the point of view considered. From the narrow point of 
view of the section of the economy controlled by the individual who 
has to make any payment—i.e., the firm—none of the payment is 
surplus since it is absolutely necessary for the firm to make the pay- 
ment in order to obtain the service of the factor. From the point of 
view of a somewhat larger section of the economy—say, a group of 
firms arbitrarily defined as an “industry”—all that has to be paid in 
order to get any particular factor service into the industry and keep 
it there is (slightly more than) what it can earn outside the industry, 
plus or minus any adjustment for different “‘net advantages” in the 
two fields of employment. An amount larger than this is likely to be 
paid because of competition between the firms within the industry.’ 
This difference in the factor’s remuneration is a surplus from the point 
of view of the industry. 

The wider the point of view taken (the larger the section or area 
of the economy considered) the more restricted will be the alternatives 
available, the smaller the amount necessary to pay to keep any unit 
of productive service within the economic area considered, and the 
greater the difference between this and what is in fact paid for the 
use of the service—the surplus. If the widest point of view of all is 


2 The equalization of price for similar services will result in all the inframarginal 
units being paid at the same rate as the marginal unit, even though their efficiency 
(and the relative preferences of the owners) as between use within and without the 
industry is such that they would have stayed in the industry even if their remunera- 
tion were less. 
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taken—that of the whole economy—and is combined with the corre- 
spondingly exhaustive temporal horizon that is often called the short- 
period point of view,’ alternative occupations are wiped out altogether 
and the surplus is at a maximum. Payment for the services yielded 
by property of any kind is unnecessary because the property is in ex- 
istence and its services are available for the economy, however small 
the reward it will pay; all the income that people get as owners of 
property is surplus. Furthermore, of the income that people get for 
their work, only the minimum necessary to enable them to do their 
work is a necessary payment—the rest is surplus just as much as in- 
come from property. 


3 The phrase “short period” as contrasted with “long period” suggests a nar- 
rower point of view so that one would expect it to make a smaller part of income 
appear as surplus, but the opposite is the case. 

The true temporal analogy of the narrow point of view would consist of segre- 
gating for particular attention some limited period of time and considering as sur- 
plus the excess of what a factor yields when used within this period over what it 
would yield if it had to be used outside the period. Corresponding to a widening of 
the point of view would be an extension of the period in time. This would reduce 
the alternative employments available to the factor outside the period and increase 
the part of its income that appears as surplus. Corresponding to the point of view 
of the whole economy would be the view that embraced the whole of the (relevant) 
future within the period of particular attention so that, just as in the one case there 
remains no use for the factor outside the area considered, so in the other case there 
remains no use for it outside the period considered. 

The short-period point of view, however, does not pick out a short period for 
particular attention—a procedure which would indeed enable us to consider the 
alternatives of using factors inside and outside the short period. It supposes, in- 
stead, that a short period exhausts the whole of the future that has to be considered 
so that there is nothing outside it. It might perhaps better be called the short- 
sighted point of view, which so narrows the horizon that no possible uses of a factor 
outside the short period can be seen. It is thus really a “‘wide” point of view which, 
by completely abolishing alternative earnings of the factors, maximizes the part of 
their earnings which appears as surplus. 

The long-period point of view is a longer-sighted point of view with a horizon 
that permits one to consider the possibility of factors being used outside the short 
period. In allowing these possibilities it is less exhaustive, and so ‘‘narrower,”’ and 
diminishes the part of income that appears as surplus. 

It is, of course, possible to combine a long horizon with a wide temporal point 
of view where the period that is given special attention is very long. This, like 
the short-period point of view, would also eliminate alternative uses of factors in 
other periods, but instead of by shortsightedness it would be by considering a plan 
for the whole of the future period that is seen. This, however, is not what is usually 
called a long-period point of view. 
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If a longer-period point of view is taken, some of the payment for 
the use of property in the short period appears to be necessary even 
from the point of view of the society as a whole; namely, when the 
use of the factor in the short period uses up some or all of the factor 
so that some alternative use outside the period has to be sacrificed. 
That part of the payment for the use of the factor which has to be paid 
to the owner to compensate him for the loss of this alternative use is 
necessary and not surplus. 

All the payments that are necessary from the point of view of 
society, even when they appear to be so only from a long-period point 
of view, represent considerations of real importance for any economy, 
whether there is any private property in it or not, and this is so even 
if they appear as payments to property-owners for the use of their 
property. The sacrifice of a future use for a present one is just as real 
and necessary a social cost as the amount of the product that has to 
go to the worker to enable him to do his work. 

This notion of surplus can be recognized as nothing but a more pre- 
cise form of the Marxian concept of the surplus value which arises 
as soon as society is able to produce a surplus over and above what is 
necessary to maintain its working population and which is capable of 
being absorbed by exploiters. The advantage of this over the cruder 
concept, apart from its independence of any obsolete theory of value, 
is that it enables us to deal not only with income from property but 
also with that deriving from strategic professional opportunities, from 
bureaucratic caste systems, or from any other instrument for the ap- 
propriation of social surplus in accordance with any social or class 
structure. The class structure is thus seen as the complicated thing it is 
rather than as an elementary dichotomy of “the relation of individuals 
to the structure of production”’ as either capitalists or workers. Using 
modern theory, the complexities of the concepts both of surplus and 
of class are seen more clearly and more realistically. This brings us 
again to the question why Mr. Dobb, who gives many indications of 
being a very good economist, and who lives in Cambridge where the 
modern theory of surplus has been developed,‘ should want to stay 
with the old premarginal and question-begging theory of surplus value. 

The explanation of this secondary theme of Mr. Dobb’s would seem 
to follow the same pattern as his own explanation of bourgeois “vulgar 
political economy.” 

4See Joan Robinson, Economics of Imperfect Competition, chapter entitled “‘A 
Digression on Rent.” 
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The “vulgar political economists” were so much impressed by the 
elimination, in the bourgeois revolutions, of precapitalist forms of ex- 
ploitation proper to slave or feudal economies that they identified 
this with the complete abolition of all forms of exploitation of man by 
man and saw in liberal capitalist economy the final form of liberated 
human co-operation, awaiting only the polishing-away of some fric- 
tions to be revealed as the practical answer to all the utopias. 

Mr. Dobb is probably the ablest representative of the communists 
and of the many socialists who are so much impressed by the elimina- 
tion, in the Russian Revolution (via the abolition of private property 
in the means of production), of the capitalist forms of exploitation that 
they identify this with the complete abolition of all forms of exploita- 
tion of man by man and see in Soviet Russia the final form of liberated 
human co-operation, etc., etc. 

Once a belief such as this is acquired, whether in the early years 
of the Revolution because of its original promise or whether later as a 
result of ignorance, Soviet propaganda, and panic from fascism, it 
comes emotionally tied up with all one’s hopes for the future of man- 
kind and, as such, is maintained with a tenacity that is all but im- 
pervious to disillusioning facts. The evidence of the establishment in 
Russia of an oppressive and reactionary bureaucracy has, however, 
been such as to shake all but the most fanatical] believers in Soviet 
democracy, while even more damaging to the faith is the re-establish- 
ment in Russia of just such an inequality of incomes and other privi- 
leges as provided one of the bitterest plaints in the socialist indictment 
of capitalism. 

As is always the case when an ideology finds itself sick, the scholas- 
tics are called in—in this case to prove that socialism has nothing to 
do with equality of income which is discovered to be a “bourgeois” 
ideal or even a counterrevolutionary trick. Passages from Marx that 
were directed against a foolish notion of socialism as an equalitarian 
rationing of every item in the individual’s consumption are reinter- 
preted as attacks on the ideal of equality of income. But this is not 
enough. It is necessary to divorce the notion of exploitation under 
capitalism from the inequality of income that establishes classes and 
exploitation and class struggle, for this might raise suspicions as to 
the truly socialist nature of the inequalities that are being intrenched 
in Russia. Or, at the very least, the connection has to be pushed into 
the background where it will not disturb the faithful. 

An excellent instrument for this purpose is the theory of surplus 
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value. In its magnificent simplification it defines exploitation as the 
appropriation of surplus value by the owners of private property. 
With the abolition of private property exploitation thus automati- 
cally disappears and justice is supreme in Russia. Of course, in the 
transition “exploitation”’ has lost the limitations imposed by the con- 
venient definition which would indeed equally well have allowed one 
to argue that there was no exploitation in a precapitalist society where 
the slaves belonged to the state or to the priesthood and there was no 
private ownership of means of production; so the definition is con- 
veniently forgotten. But the purpose is served. There is by this leger- 
demain extracted an “objective” notion of surplus, uncontaminated 
by any connection with considerations of the distribution of income 
among individuals, a notion ideally suited for the apologetic purposes 
of the friends of the Soviet Union. The appropriate name for this kind 
of literature would seem to be “vulgar Marxism,” standing in exactly 
the same relation to Marx and Soviet Russia as “vulgar political 
economy” stands in relation to the classical economists and nineteenth- 
century capitalism. 

As might be expected, such a procedure leads to scientific retrogres- 
sion as well as to political reaction. This is seen most clearly in Mr. 
Dobb’s attitude to the economics of socialism—a field in which nothing 
can be done without the marginal analysis that is rejected by him for 
the political reasons indicated. In chapter viii, ““The Question of Eco- 
nomic Law in a Socialist Economy,” he occasionally forgets the “bour- 
geois” nature of marginal analysis and uses it to some effect, but he 
does not get farther than might be expected from such absent-minded 
excursions. Possibly as a compensation for these improper backslidings 
a good deal of ingenuity is devoted to minimizing the possibility as 
well as the advisability of satisfying the tastes of consumers in the 
socialist society. This is done by means of arguments which are remi- 
niscent of the antisocialist economists who tried to prove socialism to 
be impossible but whose arguments have lost almost all influence since 
marginal analysis was successfully applied to the problems of socialist 
economics. The same reactionary effect is observable in chapter iv, 
“Economic Crises,” where the main argument is invalidated by ille- 
gitimate shifting between profits which include interest and profits 
which exclude it, while Mr. Keynes’s recent developments in the 
theory of employment are rejected, one feels, mainly because of 
their unwelcome minimizing of the real effects of changes of money 
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wages and because of an unwarranted fear that the theory might be 
used to weaken the case for socialism; so that here, too, Mr. Dobb finds 
himself allied with the extreme right wing of anti- New Dealers. 

But all these shortcomings are only secondary consequences of Mr. 
Dobb’s secondary theme. If they are not allowed to obscure the main 
topic the book can be read with great benefit by every economist. It 
is extremely well written, full of suggestive ideas, and everywhere 
brings in all sorts of important sociological considerations that are 
habitually overlooked. In short, economists have so much to learn 
from the comprehensive sociological approach of Marx that even this 
“vulgar Marxism,” when put forward with the clarity and penetration 
of which Mr. Dobb is capable, makes a very valuable book. 





DEMAND UNDER CONDITIONS OF OLIGOPOLY 


PAUL M. SWEEZY 
Harvard University 


cept of a demand curve is inapplicable to the study_of oligopoly. 

What would be sold at various prices if everything else remained 
unchanged does not concern an entrepreneur when he knows that 
everything else, and in particular the prices charged by his rivals, is 
most unlikely to remain unchanged. What does concern him is his own 
estimate of what can be sold at various prices, making the best al- 
lowance he can for the probable reactions of his rivals. These estimates 
can conveniently be arranged in the form of a demand schedule, but 
the result must not, of course, be confused with the type of demand 
schedule which is commonly used in economic discussion. Mr. Nicholas 
Kaldor has suggested the name “imagined demand curve”’ for the con- 
cept which is applicable to the oligopoly case, and in this article I pro- 
pose to follow this usage.’ 

So far as I know no attempt has yet been made to investigate the 
characteristics of imagined demand curves, though it should be ob- 
vious that such an investigation is desirable. Oligopoly is probably the 
typical case throughout a large part of the modern economy, and yet 
the theory of oligopoly can scarcely be said to be in a very advanced 
state, consisting as it does of a number of special cases which allow of 
little generalization. My purpose in this note is to show that a very 
considerable degree of clarification might be introduced into the study 
of this subject by a systematic inquiry into the nature of imagined 
demand curves. 

The most important consideration in this connection seems to me to 
be the obvious fact that rivals react differently according to whether a 
price change is upward or downward. If producer A raises his price, his 
rival producer B will acquire new customers. If, on the other hand, A 
lowers his price, B will lose customers. Ordinarily the reaction to a gain 
in business is a pleasurable feeling calling for no particular action; the re- 
action to a loss in business, however, is likely to be some viewing with 


[’ IS pretty well agreed among economists that the ordinary con- 


*See Mr. Kaldor’s review of Mrs. Joan Robinson’s Economics of Imperfect 
Competition, in Ec ica, August, 1934, PP. 340-41. 
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alarm accompanied by measures designed to recoup the loss. If the cause 
of the loss is obviously a rival’s price cut, the natural retaliation is a 
similarcut. From the point of view of any particular producer this 
means simply that if he raises his price he must expect to lose business 
to his rivals (his demand curve tends to be elastic going up), while if he 
cuts his price he has no reason to believe he will succeed in taking 
business away from his rivals (his demand-curve tends to be inelastic 
going down). In other words, the imagined demand curve has a “‘cor- 
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ner” at the current price. Figure 1 depicts such a curve, APB, where P 
is the current price. 

That many producers do think of their demand curves as having 
this shape I think will be evident to anyone who sets out to investigate 
the subject by interviewing businessmen. They frequently explain that \ | 
they would lose their customers by raising prices but would sell very | | 
little more by lowering prices., Economists who are accustomed to 
thinking in terms of traditional demand-curve analysis are likely to 
attribute this kind of answer to ignorance or perversity. Actually, it 
has a sound rational foundation which becomes readily intelligible 
when the analysis is cast in terms of imagined demand curves. 

The marginal revenue curve which is derived from the demand curve 
in Figure 1 is shown by the broken line ACDE. Where the demand 
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curve has a corner, the marginal revenue curve, of course, has a dis- 
continuity. The marginal cost curve MM’ passes between the two 
parts of the marginal revenue curve.’ Certain interesting corollaries 
follow from this. The first is that the conditions for short-run equilib- 
rium are not at all precise. It is not possible to apply the condition that 
marginal cost must equal marginal revenue; all we can say is that 
marginal cost must certainly not be greater than marginal revenue. 
It may, however, be less. Second, it is not permissible to speak of the 
factors’ remunerations’ being equal to their marginal value productivi- 
ties. And, third, any disturbance which affects only the position of the 
marginal cost curve may leave the short-run equilibrium of price and 
output entirely unaffected. Thus, for example, a successful strike for 
higher wages may be without influence on either price or output. Trade- 
unionists who believe that the only effect of higher wages is lower 
profits may have more truth on their side than economists have been 
willing to grant. 

The imagined demand curve need not, of course, have the shape 
depicted in Figure 1. Figure 2 Shows the most important variants both 
for downward and for upward movements of price. The stretch labeled 
PM indicates the expected reaction to price reductions, assuming that 
rivals will not retaliate in kind. Such an assumption is ordinarily likely 
to be justified only if rivals are not aware of the price reduction, that is, 
if the reduction takes the form of secret concessions from the list price. 
This consideration allows us to bring within the purview of theory a 
widely recognized phenomenon of actual business practice, namely, the 
practice of departing from quoted prices. -We should, however, be fully 
aware of the fact that a full analysis of this practice in theoretical 
terms would be much more complex than these few remarks might lead 
one to believe. For example, there is a very high degree of probability 
that secret price cutting will be accompanied by a certain amount of 
discrimination between different customers or groups of customers. 
From a formal point of view it would be more satisfactory to describe 
the stretch PM in Figure 2 as a discriminating average revenue curve 
for downward movements in the average price charged all customers. 

In Figure 2, LP depicts the expected reaction to price increases, 
assuming that rivals will also raise their prices. This type of curve for 


2 This does not necessarily mean that profits are being made. Whether they are 
or not, of course, depends upon the position of the average cost curve, which is not 
shown in the diagram. 
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upward movements of price is particularly relevant for producers who 
occupy the position of price leader. 

So far nothing has been said of the effect of shifts in demand, from 
the point of view of buyers, on the shape of imagined demand curves. 
It seems clear that any such shift will first make itself felt in a change 
in the quantity sold at the current price. But ordinarily it will also cause 
producers to revise their ideas about the probable reactions to altera- 
tions in their prices. It may be suggested that an increase in demand 
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leading to a fuller use of capacity, more difficulty in getting quick de- 
livery, etc., will make the imagined demand curve less elastic for up- 
ward movements in price. For downward movements in price the re- 
sult is likely to be a more elastic curve, since it may be assumed that 
rivals are less worried about losses in business and hence less ready to 
retaliate against a price cut. In terms of the marginal revenue curve 
the effect is thus to bring the two-sections closer together and to de- 
crease the gap between them. This may or may not induce the pro- 
ducer to change his price. Much depends upon the location of the mar- 
ginal cost curve, as a little experimentation with pencil and paper will 
show. Since, however, the presumption is that marginal cost curves are 
likely to be shifting upward in a time of increasing demand, because of 
higher wage and raw material costs, it is perhaps legitimate to conclude 
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that an increase in demand is more likely to lead to a price increase 
than to a price cut. 

A decrease in demand, for reasons analogous to those just set forth, 
can be expected to have the opposite effect on the shape of imagined 
demand curves, making them more elastic for upward movements in 
price and less elastic for downward movements. In terms of the margi- 
nal revenue-curve the two sections will be farther separated than they 
were before. The result will be that the producer will be more anxious 
than ever to hold his price where-it-is. 

It is an interesting conclusion from this type of reasoning that an 
expansion in demand is likely to Jead to an increase in oligopoly prices; 
whereas a contraction in demand sets up strong resistance to any reduc- 
tion in oligopoly prices. At the same time, however, a contraction puts 
a premium on successful secret price cutting. As far as the cyclical be- 
havior of oligepoly-prices is concerned we might expect to find (1) that 
prices go up easily and openly in time of upswing; (2) that prices 
resist downward pressure in times of recession and depression; and 
(3) that list prices become less trustworthy guides to real prices the 
longer bad times last. I think this analysis can be developed in such a 
way as to throw valuable light on the much-debated problem of rigid 
prices, but to do so would be beyond the scope of this paper.’ 

It should be noted that the analysis suggested here runs in terms of 
movements in price from a currently existing situation. No attempt is 
made to explain how the current price and output situation came about 
except as it may be explained by reference to a previously existing 
situation. This is unavoidable since imagined demand curves, unlike 
thé ordinary demand curves of economic analysis, can only be thought 
of with reference to a given starting-point. That starting-point itself 
cannot, of course, be explained in terms of the expectations to which it 
gives rise. Once this is realized, it becomes very doubtful whether the 
traditional search for “the” equilibrium solution to a problem in 


3 There are many relevant considerations which are not even touched upon here. 
For example, the effects of building up or whittling down inventories, actions which 
are due to producers’ ideas about future demand and cost conditions, are evidently 
important and may lead to results quite unpredictable by reasoning such as that 
set forth above. Illustration: an oligopolist caught with large inventory at the be- 
ginning of a decline in demand may cut price and drastically curtail output in order 
to work down his stocks, even though he would maintain price unchanged if he 
had only current output to think of. This consideration is particularly likely to be 
important in the case of commodities which take a relatively long time to process 
but which are not made to special order, e.g., metals such as copper. 
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oligopoly has very much meaning. Generally speaking, there may be 
any number of price-output combinations which constitute equilib- 
riums in the sense that, ceteris paribus, there is no tendency for the 
oligopolist to move away from them. But which of these combinations 
will be actually established in practice depends upon the previous his- 
tory of the case. Looking at the problem in this way the theorist should 
attempt to develop an analysis which will enable him to understand 
the processes of change which characterize the real world rather than 
waste his time in chasing the will-o’-the-wisp of equilibrium. 

The suggestions thrown out in this paper on the problems of oligopo- 
ly analysis are, of course, not intended to exhaust the subject. They 
are rather offered as raw material for further processing by those who, 
unlike the author, make a business of studying prices and price 
policies. 





NOTE ON A PROPERTY OF THE INDEX 
OF UTILITY FUNCTION 


CLYDE H. GRAVES 
Pennsylvania State College 


Demand gives a summary of the general theory of utility, ex- 

change, and demand. In discussing the index of utility func- 
tion which was introduced by Vilfredo Pareto, Schultz points out' that 
Pareto gives a certain characteristic of the index of utility without 
proof and that he (Schultz) had been unable to construct one. Schultz 
then proceeds to present a rather complicated inequality which must 
be satisfied by the index of utility function and states that Pareto’s 
condition does not seem to follow from it. 

In the present note an example is given of a function which is in 
accord with the assumptions made by Pareto and Schultz regarding 
the index of utility and which satisfies the inequality of Schultz but 
not that of Pareto. Hence the simple condition of Pareto does not fol- 
low from the assumptions made. 

Let J = (x, y) be the index of utility function. One may consider 
I = $(x, y) as the equation of a surface, the index of utility surface. 
A plane J = constant will cut the surface in a curve, the projection of 
which on the xy-plane is an indifference curve. The following assump- 
tions are made with respect to the indifference curves: 


[= late Henry Schultz in The Theory and Measurement of 


2 3 
(1) 2 <o, (2) <>, and (3) o <o. 
Pareto’s condition? on the function ¢(x, y) may be stated in this 
manner: 
If ¢:y = 0, and for each indifference curve d*y/dx' < 0, then 
dzzz > 0 and yyy > o. Under the same assumptions, Schultz derives 
the following condition: 


a [—Gfdese — 3:b3bexbyy — 36262, + bbb] <0. 
- 


* The Theory and Measurement of Demand (Chicago, 1938), p. 21, n. 
* Vilfredo Pareto, Manuel d’économie politique (Paris, 1909), p. 575- 
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THE INDEX OF UTILITY FUNCTION 
Consider the index of utility function, 
I = o(x, 9), 


where $(x, y) = arctan x — 1/y, defined for all positive values of x 
and y such that x + y > V 3/3. The first, second, and third partial 
derivatives of ¢(x, y) are 
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For the indifference curves which are obtained by giving various values 
to J, we have 
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For positive values of x and y such that (x + y) > V3/ 3, we have 
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ozz2 < ©, oy <0, oy =O, and dun > 0. 


<0, ¢:>0, ¢y>0, 


However, the function ¢z2z is negative for |x| < 3/3 and positive 
for |x| > V3/ 3. 
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The Contract Clause of the Constitution. By BENJAMIN FLETCHER 
Wricut, Jr. Cambridge: Harvard University Press, 1938. Pp. 
xvii+ 287. $3.50. 

In the course of certain prefatory acknowledgments, the author of 
this book describes himself as “one of that lesser breed without the 
Law who persist in dealing with subjects more properly left to mem- 
bers of the craft.”” Thus, impliedly, he also describes his book, and 
describes it as one of the sort that lawyers are accustomed to write. 
It seems to me an accurate description. The principal materials of 
this book are the decisions of the Supreme Court of the United States; 
and the book itself is, in the main, a collation of the decisions under 
the contracts clause, with much the same sort of critical comment on 
the course of decision that is usually to be found, on a more restricted 
scale, in the law reviews. As such, however, the book is not an inferior 
or valueless performance. It has greater scope and comprehensiveness 
than any earlier discussion on its subject; gives, I think, an accurate 
and striking picture of the important part played by the contracts 
clause during the first century of our national history; explains the 
gradual nullification of the clause, which grew from the seeds that 
were planted by Story and Johnson and Taney and various other early 
judges; and shows how the eventual fantastic development of “sub- 
stantive due process’ has operated in these latter days as a partial 
preventive and corrective of this nullifying process. Only, it should 
be added, the author does not think that the process has been one of 
nullification. 

The author’s view is that the applications of the contracts clause 
to executed contracts and public contracts (including corporate char- 
ters), and likewise John Marshall’s belief that the clause covered pro- 
spective, as well as retrospective, impairments, are all totally unwar- 
ranted by “the intentions of the Framers.” He thinks that the con- 
tracts clause was intended primarily “as a limitation on the monetary 
powers of the states.” As such, he admits, “it was not needed” and 
“thas been of no effect,” because “‘a preceding clause of the same sec- 
tion prohibited the states from issuing money and from giving to 
paper currency .... the quality of legal tender.”” He adds that “some 
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members of the Convention believed that the contract clause would 
serve to protect private contracts against stay laws and other statu- 
tory devices favorable to debtors”; but he says that less than one- 
tenth of the Supreme Court’s contracts-clause cases “have had to do 
with purely private contracts, and a good proportion of this small 
number have had little relation to the [Fathers’] fears.” He concludes, 
therefore, that “the significance of the clause is the product not of the 
Constitution but of a process of judicial interpretation” (p. 243) —i.e., 
of a process of stretching by the Supreme Court. 

For my own part, I find it impossible to follow the author in this 
part of his essay. 

To begin with his final conclusion, that conclusion is rather ob- 
viously at variance with the facts. The language of the Constitution 
is completely general; it contains no specification as between public 
and private contracts, as between executed and executory contracts, 
or even as between existing and future contracts—or, in other words, 
as between prospective and retrospective impairments. So, to the ex- 
tent that any of these have been exempted from the contracts clause, 
it has been by a process of judicial interpretation, and not by command 
of anything that the Constitution contains. 

As for “the intention of the Framers,” the weight of the evidence 
is against the author and in favor of Marshall. 

The draftsman of the contracts clause was probably Gouverneur 
Morris or some of the other delegates to the Federal Convention, 
who were associated with Morris on the Committee on Style.’ The 
clause came into the Constitution in nearly its present form, at the 
suggestion of this committee, at that period toward the close of the 
convention, when Morris was so plainly the manager of most of what 
occurred. Morris was no states-righter; and neither, at this time, was 
any of his co-committeemen—Johnson, Hamilton, Madison, and King. 
Madison had earlier shown a desire for a sweeping contracts clause 
that would cover both prospective and retrospective impairments;? 

* The notion that James Wilson was the author of the contracts clause has had 
wide currency; but the weight of the evidence indicates no more than that he “went 
over” the Constitution as a whole when the Committee on Style had finished with 
it (see Farrand, Records of the Federal Convention [New Haven, 1937], II, 547, 553, 
and 554; ibid., III, 170, 420, and 499; and Warren, The Making of the Constitution 
[Boston, 1928], pp. 687-88). 

? Farrand, op. cit., Il, 440. In answer to objections by Mason, Wilson observed 


that it was proposed to prohibit “retrospective interferences only.” That Madison’s 
speech in favor of a contracts clause, previously given, had actually been in ad- 
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and though Morris had then opposed it, that was before provision 
had been made for the general welfare, and he may therefore very 
well have changed his mind. King was the original proposer of the 
contracts clause,? and neither Hamilton nor Johnson would have been 
likely to object. Thus, the complexion of this committee makes an 
intentionally sweeping contracts clause a probability; and there is 
other evidence that makes it much more sure. 

The contracts clause, as originally proposed by King, was in the 
form of the similar clause in the ordinance for the government of the 
Northwest Territory. That ordinance provided that “‘in the just pres- 
ervation of rights and property, it is understood and declared, that 
no law ought ever to be made or have force in the said territory, that 
shall, in any manner whatever, interfere with or affect private con- 
tracts, or engagements, bona fide, and without fraud previously 
formed.’’* It will be noticed that this contracts clause of the ordinance 
was specifically limited to retrospective impairments of private con- 
tracts. King, I repeat, was a member of the Committee on Style. 
Therefore, it is almost certain that the language of the ordinance was 
before the committee when the constitutional clause was drawn; and 
that means that it is almost certain that the limitations of the ordi- 
nance were deliberately avoided, and that the sweeping character of 
the constitutional clause was definitely intended by the Committee 
on Style. 

As for the convention itself, the evidence, as might be expected, 
is somewhat less clear. The convention adopted the committee’s clause, 
with an immaterial alteration, on September 12;5 and according to a 
memorandum found in the papers of George Mason, it refused to 
insert the word “previous” before the word “contracts” in the clause 
in question. This memorandum of Mason’s, however, is of somewhat 
doubtful import; and the fact can therefore hardly be regarded as 
firmly established.* There is the further fact that Elbridge Gerry, on 
September 14, moved the extension of the contracts clause to Congress, 
after having “entered into observations inculcating the importance 


vocacy of prohibition of prospective interferences is shown by his surprised inquiry: 
“Ts not that [prohibition of retrospective interferences] already done by the pro- 
hibition of ex post facto laws, which will oblige the Judges to declare such inter- 
ferences null & void?” 

3 [bid., p. 439. 5 Farrand, op. cit., II, 619. 


4U.S.C.A., Const. Pt. 1, p. 21. 6 [bid., IV, 50; cf. ébid., I, 617. 
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of public faith, and the propriety of the restraint put on the States 
from impairing the obligation of contracts.” He was not even sec- 
onded.’? Evidently Gerry understood the contracts clause as applying 
to public contracts, and his “observations” must have drawn the possi- 
bility of such an application to the attention of the other delegates. 
Yet no move was made to preclude such application; Gerry’s effort 
got from the convention no response at all. This refusal of the con- 
vention to extend the contracts clause to Congress seems significant: 
it indicates that we are dealing, not with the extinction of a legislative 
power, but with a deliberate delegation of exclusive power to Congress. 
This suggests that the bankruptcy power, and probably certain other 
powers, were intended to be exclusive; and that Marshall’s position 
in Ogden v. Saunders* was in accord, at least with the wishes of the 
Committee on Style, and probably with those of the convention also. 
And the chaos in bankruptcy law which resulted from the court’s 
contrary decision attests the wisdom of Marshall in the highest degree. 

It remains to say a few words about certain arguments of the au- 
thor’s, based on certain incidents of the ratification process. For one 
thing, the author asserts that Edmund Randolph, a delegate to the 
Federal Convention, told the Virginia Convention that “the contracts 
clause was included because® of the ‘frequent interferences of the state 
legislatures with private contracts’ ”’ (p. 16).?° The statement of Ran- 


dolph, as it has come down to us, is not of the tenor attributed to it 
by the author; and whether Randolph thought the contracts clause 
was limited in application to private contracts cannot be determined 
from the passage in question." The author also relies on a statement 


7 Ibid., II, 619. 
§ 12 Wheaton (U.S.), 213 (1827). 9 Italics mine. 


* (Citing Elliot, Debates in the Several State Conventions, on the Adoption of the 
Federal Constitution [Philadelphia, 1866], III, 477-78). 


* According to the reporter, Randolph said, after a protracted attack upon the 
contracts and ex post facto clauses by the Anti-Federalist faction: “I am still a 
warm friend to the prohibition [meaning thereby the contracts clause], because 
it must be promotive of virtue and justice, and preventive of injustice and fraud. 
If we take a review of the calamities which have befallen our reputation as a 
people, we shall find they have been produced by frequent interferences of the 
state legislatures with private contracts. If you inspect the great corner-stone of 
republicanism, you will find it to be justice and honor.” There is here no intimation 
that the contracts clause is restricted to private contracts, nor any statement as 
to why it was adopted. Patrick Henry had shortly before defiantly insisted that 
“the expression includes public contracts, as well as private contracts between 
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made in the North Carolina Convention by W. R. Davie, also a dele- 
gate to the Federal Convention, that “the [contracts] clause refers 
merely to contracts between individuals” (p. 16). Davie did make 
such a statement; but it was mere ungrounded assertion on his part, 
since he had already left the Federal Convention when the contracts 
clause was first proposed.* The author further says that “‘it is signifi- 
cant that Anti-Federalists like Martin and Mason, who had been 
members of the [Federal] Convention assumed this [private-contracts] 
meaning of the [contracts] clause” (p. 16). No supporting evidence is 
cited. The only evidence on Martin that I know of shows that Martin 
thought the clause did apply to private contracts, but not that he 
thought it did not apply to public contracts.* As for Mason, he 
thought the contracts clause something in addition to the ex post 
facto clause, which clause, in turn, he thought was applicable to mat- 
ters both civil and criminal, and to contracts both public and private. 
In other words, he thought, as his aforementioned memorandum shows, 
that the contracts clause covered prospective, as well as retrospective, 
impairments ;'* whether he thought it applied to both public and pri- 
vate contracts is not entirely clear; but if he reasoned as he did in 
reference to the ex post facto clause, he undoubtedly thought it appli- 
cable to both.*s 

The author emphasizes that “most of the discussion involving the 
contract clause came in connection with the debate over section 10 
of Article I” and that “the debate was almost invariably focussed 
upon the currency provision of that section.’’ It is for this reason that 
he concludes that the contracts clause was intended as a useless and 
tautological limitation on the monetary powers of the states. I do 
not know how much variation is implied in the author’s “almost in- 
variably focussed”; but I do know that the reason the discussions of 
the contracts clause ‘“‘came in connection with the debate over section 
10 of Article I” is that the clause is part of that section, and most of 


individuals,” and that “notwithstanding the sagacity of the gentleman [meaning 
Madison, who had just spoken}, he cannot prove its exclusive relation to private 
contracts.” Whether this was a dare or a retort to Madison’s previous speech is 
uncertain, for the reporter was unable to hear all of what Madison had said (see 
ibid., pp. 473-74 and 478). 

” Farrand, op. cit., III, 55, 70, 71, and 587. 13 Ibid., pp. 214-15. 

™4 Ibid., pp. 617, 636, and 640; ibid., IV, 59; Elliot, op. cit., III, 472-73, 479-80, 
and 481. 

8 Elliot, op. cit., III, 479-80, 481. 
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the commentators and debaters of 1787 found it convenient to go 
through the Constitution section by section. The fact has, I think, 
no ulterior significance. 

To the foregoing I would only add that I think it futile to attempt 
to carry to the country, or even to the state ratifying conventions, 
the discussion of intention with respect to such detailed provisions of 
the Constitution as the contracts clause. So far as the state conven- 
tions are concerned, records are either lacking or unsatisfactory, save 
in a very few states. As for the popular controversy, the records gen- 
erally are excellent; but that controversy was concerned, in the main, 
with different or larger issues—the purse and the sword, the basis of 
representation, consolidation, and the lack of a comprehensive bill 
of rights. I do think, however, that even in 1787 men thought of 
themselves as contracting when they purchased land or goods, even 
from the state; and the application of the contracts clause to cor- 
porate charters must have seemed quite natural after the Revolution- 
ary and pre-Revolutionary disputes with England over the charters 
of the colonies. I would also add that the belief indicated in several 
of the state conventions” that the ex post facto clause applied to civil, 
as well as criminal, legislation seems to me rather clearly to indicate 
that the contracts clause must have been taken as an additional re- 
striction; and, if an additional restriction, how else could it operate 
additionally if not as a prohibition, in some degree, of prospective im- 
pairments? The discussion by Martin before the Maryland Legisla- 
ture,'? which the author quotes (p. 13), is indicative to me that Martin 
took it as prohibitive of state insolvent and bankruptcy laws of all 
kinds; and I should think it probable that all those who thought the 
ex post facto clause applicable to civil matters must have thought 
much the same. 

All in all, I think the author has been misled by certain preconcep- 
tions as to the sort of constitution that the Fathers gave us, and the 
sort of things that were done to that constitution by the late John 
Marshall. Actually, Marshall was a lone, or nearly a lone, Federalist 
on a court packed with Republican appointments during most of his 
career; it was at all times during his chief-justiceship highly impolitic 
to assert the national powers in their full scope and plenitude; and 
it was increasingly so during the entire period up to the Civil War. 

© Ibid. (Washington, 1836), II, 406-7; ibid. (Philadelphia, 1866), III, 472-81; 
ibid., 184-85. 

*? Farrand, op. cit., ITI, 214-15. 
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The attrition of the national powers in constitutional theory was an 
inevitable result; and it was also quite to be expected that so sweeping 
a limitation upon the states as the contracts clause would suffer in 
these circumstances a similar attrition. These effects have carried 
over into the modern period of judicial supremacy; have even grown; 
and still grow, as the Blaisdell case** and the almost unbelievable 
Tompkins case”® clearly show. The atrophy of national power during 
the period prior to the Civil War undoubtedly facilitated Supreme 
Court control over Congress in the post—Civil War period; and the 
shift to due process in the control of the states afforded a basis for a 
degree of control over Congress that could hardly otherwise have been 
asserted. The doctrinal basis of that control—substantive, as distinct 
from procedural, “due process”—is a pure product of the judicial 
imagination; yet the vast reaches of the contracts clause (to say noth- 
ing of “equal protection” and “the privileges and immunities of citi- 
zens of the United States’’) surely show that there is, on a constitu- 
tional basis, little of substance, as distinct from logic, to the objections 
to “substantive due process,” so far as the states only are concerned. 
This fact, among many others, and the obviously different plight of 
Congress ought to raise, I should suppose, in the minds of lawyers, 
historians, and political scientists, some faint, incipient tremors of sus- 


picion that, perhaps, possibly, after all, the Fathers may have intended 
us to be a nation. But I know of little evidence to show that such 
tremors occur. 


WILLIAM WINSLOW CROSSKEY 
University of Chicago 


Studies in Income and Wealth. By the CONFERENCE ON RESEARCH IN 
NATIONAL INCOME AND WEALTH. New York: National Bureau of 
Economic Research. Vol. I, 1937: Pp. xviiit+348, $2.50; Vol. II, 
1938: Pp. xii+331, $3.00. $5.00 for set. 

These two volumes contain the record of discussions at four meet- 
ings of specialists in the measurement of national income and wealth, 
held between December, 1936 and April, 1938. They consist of four- 
teen main papers, of which ten are followed by comments by from 
two to five contributors and a rejoinder by the author of the paper. 

Although the Income Conference is made up chiefly of practicing 


8 Home Building & Loan Association v. Blaisdell, 290 U.S. 398 (1934)- 
19 Erie Railroad Company v. Tompkins, 304 U.S. 64 (1938). 
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statisticians working on income measurements, its sessions have been 
devoted principally to questions of concepts and methods. This theo- 
retical drift is somewhat exaggerated in this printed record, since for 
obvious reasons the conference’s more practical discussions over ways 
and means of launching and guiding projects of income research are 
not reprinted. The papers which will eventually make up the third 
volume of proceedings, it may be added, are largely empirical. 

The main papers here printed, and even more the commentaries, 
presume a good deal of technical knowledge of facts and methods on 
the part of the reader. In general, they are best read in conjunction 
with the more systematic publications of the National Bureau of 
Economic Research,' United States Department of Commerce,’ Na- 
tional Resources Committee,’ Brookings Institution,‘ and National 
Industrial Conference Board.’ They contain both analyses of ticklish 
points of method (pointing toward improvement of details in our factual 
studies), and studies of conceptual foundations (pointing toward de- 
velopment of variant estimates for special purposes and toward more 
careful interpretation of estimates). 

It is impossible in this brief review even to list all the problems 
treated in these proceedings. But four issues, which run throughout 
the volumes, call at least for mention. The first is the treatment of 
elements of apparent income which arise from price changes—the dis- 
position of capital gains and allowance for changes in inventory valua- 
tions—both theoretically and statistically a much more knotty prob- 
lem than at first appears. The second is the measurement and classi- 
fication of income derived from government. On the side of income 
payments the chief problem here is relief; on the side of “income pro- 
duced,” the valuation of government services. The third is deflation— 

‘Simon Kuznets, Commodity Flow and Capital Formation (New York, 1938); 
National Income and Capital Formation 1919-1935 (New York, 1937); Bulls. 49 and 
52 (1934), 59 (1936), 66 (1937), 72-73 (1938). 

? Robert Nathan, National Income, 1929-35, in the United States (Washington, 
1936), and cumulative bulletins on a smaller scale, National Income, 1929-36 and 


National Income, 1929-37. The Survey of Current Business carries a monthly income 
series from this source and also prints occasional interpretative articles. 

3 Hildegard Kneeland and Others, Consumer Incomes in the United States (Wash- 
ington, 1938). 

4M. Leven, H. G. Moulton, and C. Warburton, America’s Capacity To Consume 
(Washington, 1934). 

5 National Industrial Conference Board, National Income and Its Elements (New 
York, 1936). 
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the adjustment of income or wealth figures for different years in the 
effort to make them comparable despite price differences. 

Perhaps most important of all is the fourth issue: that between 
income measurement and wealth measurement. Discussion of this 
problem centers about a debate between Dr. Kuznets, who advocates 
concentration on measurement of national income and only secondary 
emphasis on wealth, and Dr. M. A. Copeland, who advocates primary 
emphasis on wealth and treatment of national income estimates as an 
auxiliary. In the first paper of the 1937 volume (“‘Concepts of National 
Income”’) Dr. Copeland draws attention to a number of points at which 
statistical income concepts become vague; and at the conclusion of 
his discussion he urges “the need for studying wealth and income to- 
gether, setting up what amounts to a consistent scheme of social capital 
and income accounts for each major industrial grouping in our eco- 
nomic system”’ (I, 63). In the first paper of the 1938 volume (“On the 
Measurement of National Wealth’’) Dr. Kuznets carries the war into 
Dr. Copeland’s territory, stressing the difficulties and artificialities of 
wealth valuation (especially when we come to human sources of in- 
come) and concluding (II, 60) that at best “the specific contribution 
of national wealth totals to our knowledge of the economy is insignifi- 
cant, provided that national income estimates are available and that 
measurement of the current flows to and from the stock of wealth is 
practicable.” This controversy is so far unresolved. The reviewer 
tends toward the view that totals either of “income” or “wealth” are 
useful merely as common denominators for the comparison of com- 
ponents of the total and that total wealth—though not total income— 
is so nebulous a concept that even this common denominator function 
can best be served by adopting some component as standard. 

ALBERT GAILORD HART 
University of Chicago 


Reinvestment Cycles: And Their Manifestation in the Norwegian Ship- 
ping Industry. By JoHan Ernarsen. Oslo: University Institute 
of Economics, 1938. Pp. 223. 

The young Norwegian economist Johan Einarsen has had the for- 
tunate idea to focus his attention upon an approach to the business- 
cycle problem which possibly is as promising of success as it is neg- 
lected by most of the theorists in this field: the creation of cycles 
through the rules underlying the replacement of capital instruments. 
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Einarsen proposes the reinvestment theory as a possible working 
hypothesis for business-cycle analysis. Without claiming its exclusivity, 
he shows that this approach is logically consistent. 

Parts I and II of the book contain a review of the position various 
authors took toward the reinvestment approach, and a comprehensive 
formulation of the theory. Parts III and IV contain a statistical inves- 
tigation of the reinvestment activity in the Norwegian mercantile 
marine during the last fifty years and a study of life-characteristics of 
its ships along actuarial lines. 

Karl Marx was the first to develop the idea of generating reinvest- 
ment cycles. Given an original shock of some kind producing heavy 
investments in machinery, etc., within a relatively short time interval, 
and given a certain typical lifetime—physical and “moral”’—of capital 
instruments, heavy replacement activity will follow after the typical 
lifetime has elapsed. The periodical length of the business cycle is thus 
brought into close connection with the technical conditions and the rate 
of progress of industry. Einarsen is mainly concerned with these gen- 
erating reinvestment cycles. The generated reinvestment cycles, 
started through delay of replacements during depression, to which 
J. M. Clark, Spiethoff, and Aftalion paid attention, are treated as a 
secondary phenomenon. Robertson, Pigou, and especially the Nor- 
wegian economist Schénheyder have considered the generating rein- 
vestment cycles, and the latter developed on this basis alone a com- 
plete business-cycle theory which Einarsen presents in a systematized 
form. 

The main conditions for the coming into existence of pure reinvest- 
ment cycles are a certain concentration of the primary investment, one 
(or more) typical replacement ages common to various types of capital 
goods according to their physical and moral wearing-out and prevailing 
amortization habits. Even if these conditions are fulfilled—and to de- 
termine that it is necessary to solve the theoretical problem of estab- 
lishing the line of demarcation between new and reinvestment and to 
undertake extensive statistical investigations—the ensuing cyclical 
fluctuations of the whole economy are likely to be damped by the 
“percentage of falling-off’’ (not replaced equipment) and the increasing 
dispersion of the reinvestments from period to period. Other circum- 
stances have to be drawn into the picture in order to explain the main- 
tenance of cycles once started by the reinvestment periodicity. Here 
the secondary (generated) reinvestment cycles come in, made possible 
by a certain degree of elasticity of the reinvestment demand. They 
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are joined by secondary cycles in new investment, released by the 
periodical increase in replacement activity. Expansion of the economic 
system acts as a source of maintenance for the cycle. “External” im- 
pulses too (inventions, wars, legislation, etc.) may help to maintain the 
cycles, whether they show a certain periodicity or not. Even quite 
sporadical impulses may produce or maintain regular cycles when they 
act on an economic system that has a tendency to move cyclically. 

In developing the view the reinvestment-cycle theorist takes of the 
various phases of the business cycle, Einarsen stresses the capacity to 
give a simple and realistic explanation of the turnover from depression 
to recovery, viz., the necessary replacement of capital instruments. 
“The reinvestment theory does not presume that any improvements 
in the prospects have already taken place when the turnover sets in. 
On the contrary, the theory explains why the prospects improve”’ (p. 
85). There is no need for having recourse to metaphysical impulses: 
“No heroical behaviour on the part of the managers is needed to make 
the reinvestment wave rise’’ (p. go). 

The statistical investigation of the Norwegian mercantile marine 
illustrates some points of the reinvestment-cycle theory in showing 
that there exist certain typical replacement ages of ships, one of about 
nine years, mainly due to obsolescence, another of about nine- 
teen to twenty years, mainly due to physical wearing-out. These 
two most probable replacement ages appear more or less clearly during 
each of the five ten-year periods covered and also during phases of 
revival, prosperity, recession, and depression into which the fifty 
years have been split up. This statement is of high significance. It 
eliminates doubts with respect to the role of the replacement age: 
Is a certain observed replacement age generating business cycles or is 
it generated by such cycles? The statistical material makes the latter 
hypothesis appear unlikely. Furthermore, some evidence is furnished 
for the shock effect of the last war and for the thesis that replacement 
is leading new investment in time. On the basis of the “‘life-character- 
istics” of ships which he established, Einarsen finally forecasts the 
future amount of shipbuilding for replacement under different assump- 
tions. 

This part of Einarsen’s book certainly furnishes very valuable in- 
formation on the Norwegian shipping industry in general and the re- 
placement of its ships in particular. It also leads into a series of inter- 
esting technical problems any study of reinvestments has to face. 
Being devoted to one single industry, the statistical part cannot, of 
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course, say very much about the explanatory value of the reinvest- 
ment-cycle theory for the whole Norwegian economy or for this par- 
ticular industry which is dovetailed with the rest of the Norwegian and 
world-economy. But one cannot blame Einarsen for using such a 
limited statistical verification. Studies of this kind are very arduous, 
and very little has been done in establishing the lifetime of other im- 
portant capital goods, and the replacement experiences of concerns. 
If Einarsen’s book stimulates statisticians to undertake more of such 
studies, our knowledge of the economic system and its dynamics will be 
greatly increased. Unfortunately, the translation of the Norwegian 
original has not succeeded too well. The author also seems not to have 
given sufficient attention to proofreading. 
Horst MENDERSHAUSEN 


Cowles Commission for Research in Economics 
and 
Colorado College 


Control Policies of the Reichsbank, 1924-1933. By MILDRED B. Nortu- 
rop. New York: Columbia University Press, 1938. Pp. 405. $4:00. 
Miss Northrop’s study is divided into two parts. “Part I deals with 

the background of central bank control in Germany from 1924 to 


Part II is a critical analysis of the control techniques of the 
Reichsbank” (p. 21). The policy of the Reichsbank during this period 
differed in important respects from that of other central banks. Miss 
Northrop has two suggestive chapters on “Credit Restriction Policy” 
(x) and on “Other Control Policies” (xi). 

Since the book is unique in its field, it is unfortunate that it is not 
authoritative. Its lack of authority may be illustrated by analysis and 
by comparison with the documents which are cited. 

Miss Northrop properly emphasizes the testimony of Dr. Schacht 
before the Enquéte Ausschuss. Dr. Schacht testified (in part): 

“Ich unterschitze die Bedeutung der Quantititstheorie in keiner 
Weise. Aber die Quantititstheorie kann nicht nach dem Exerzier- 
reglement gehandhabt werden.” The Reichsbank issued an English 
version which translates these sentences as follows: “I do not in any 
sense belittle the significance of the quantitative theory. But the quan- 
titative theory cannot be worked with rigid precision like a squad at 
drill.” Miss Northrop’s version is: “I support the doctrine of the quan- 
tity theory in no way. However, the quantity theory cannot be sum- 
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marily dismissed”’ (p. 266), “which,” as Mr. Keynes once said in an- 
other connection, “seems rather a free rendering.”” Perhaps another 
free rendering explains why Miss Northrop’s description of the Reichs- 
bank’s dealings in foreign exchange at the month-end settlement pe- 
riods (until 1926) is just the reverse of that given on the preceding page 
of the source which she cites (p. 313). Again, on page 40 she reproduces 
a table from the report of the Enquéte Ausschuss on the Reichsbank. 
She reproduces the obvious errors in the original and adds three 
(unimportant) errors of her own. The significant point, however, is 
that she explains these (erroneous) figures as though they reflected 
changes in the banking system. 

At other times she shows skepticism of the accuracy of the official 
data. Not satisfied with the official computations of reserve ratios, she 
extracts figures for what she calls demand deposits from one table and 
figures for reserves from another table (p. 160). She does not inform 
the reader that the data for deposits cover about one hundred and 
twenty banks, whereas the data for reserves cover about twenty-five 
thousand banks. She thus secures a “reserve ratio” as high as 13.8 per 
cent for 1930 and concludes: “‘The German banks carry on their busi- 
nes§ with a very low cash-deposits ratio” (p. 161). The conclusion is 
correct but does not follow from the data presented. Another conclu- 
sion—‘‘The German banking system is not a reserve banking system” 
(p. 160)—is beyond the comprehension of the reviewer. 

The value of the book lies in its suggestions to those who are familiar 


with the documentary materials. 
Kart R. Bopp 


University of Missouri 


Silver Money. By Dicxson H. Leavens. (“Cowles Commission for 
Research in Economics,” Mon. 4.) Bloomington, Ind.: Principia 
Press, Inc., 1939. Pp. xix+4329. $4.00. 

This historical treatment of silver as money is in many respects 

a very useful addition to the literature on the subject. Although in 

recent years several Chinese writers have published English-language 

books dealing with Chinese monetary problems as related to silver, 
in this country most writings on the subject since adoption of the 
present American silver program have been in the form of either peri- 
odical articles or separate chapters in general books on monetary and 
financial developments. A book on the subject is therefore to be wel- 
comed. 
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To this book Mr. Leavens has brought two decades of administra- 
tive experience in China, a mathematical bent, statistical training, 
and methodical habits. The volume represents much painstaking work. 
But, for readability, it contains too much statistical and other detail 
in the body of the text. Much of the detail is more suitable for the 
footnotes or Appendix. Moreover, the discussion ranges back and forth 
chronologically and geographically, producing the effect of a collection 
of separate and often overlapping essays. 

The volume is mainly historical. It goes far behind the background 
for the current American silver program. Fully half of it deals with 
earlier foreign and domestic events of noncontemporary bearing. As 
the author points out, the book was originally written prior to 1934, 
and such portions as deal with subsequent events have been in the 
nature of addenda. The forty pages of documents and statistics in 
the Appendix are distinctly useful, but the twenty-seven-page Bibliog- 
raphy will be helpful chiefly to the student of the subjects of individual 
chapters—it being too long for the general student. Of the portion 
dealing with post-1929 events those chapters devoted to China are 
the most comprehensive, although for the practical purposes of the 
average American student they, also, give too much detail and local 
color. The theoretical discussion of the effects of a rising or falling 
silver price on China’s silver standard currency would be clearer if 
these terms were used, rather than “high” or “low” silver. China’s 
part in bringing the American silver program into being is not dis- 
closed in this book. 

The book contains much useful reference material. Especially useful 
are the author’s estimates of the distribution of gold and silver among 
leading silver-holding countries in 1933 and the similar tabulation for 
silver in 1939 (pp. 164, 240, 341, and 368-69). These show that of 
total monetary silver the United States held about 13 per cent in 
1933 and about 46 per cent on January 1, 1939. Of monetary and 
nonmonetary silver stocks the United States held about 14 per cent 
in 1933 and about 29 per cent in 1939. With an estimated 9,000,000,- 
ooo ounces of silver held outside the United States, retention of the 
present program long enough may result in a substantial further in- 
flow of silver from abroad, quite apart from new production. 

Conspicuously lacking is a satisfactory critique of the present 
American silver program, especially of its monetary and nonmonetary 
effects at home. In general, Mr. Leavens shows himself unsympathetic 
to the silver subsidy. One may take issue with his conclusion that as 
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the Pittman Act of 1918 “‘did not cost the country a cent, the benefit 
to the silver producers can hardly be grudged them.” (This is cur- 
rently said by defenders of the present silver program. It involves 
the fallacy that a group within the economy can receive a real-income 
subsidy without others within the economy paying the cost of the 
subsidy.) Mr. Leavens’ statement on the Pittman Act is inconsistent 
with his generally critical attitude toward the present silver program. 

In view of the magnitude of the United States’ silver program, 
which aims to make one-fourth of the metallic monetary base silver, 
the book’s description of the developments which gave birth to the 
1933-34 program seems too brief and is incomplete in some important 
details. The analysis of some of the arguments made for the use of 
silver (chap. xxiv) does not point out the important fact that the 
promised increase in foreign purchasing power in many countries 
through American purchases of silver—a major argument of the early 
1930’s—has been real enough, even though it has been effected by a 
transfer of wealth from Americans and not through a mere writing-up 
of the exchange value of silver currencies (i.e., of China’s formerly 
silver-standard currency). 

Notwithstanding these omissions, the volume contains a great deal 
of useful information. In view of the dearth of recent books on the 


monetary use of silver, the Cowles Commission has performed a useful 
service in publishing this volume. 


HERBERT M. BRATTER 
Washington, D.C. 


The Commercial Paper House in the United States. By ALBERT O. 
Greer. (“Harvard Economic Studies,” Vol. LX.) Cambridge: 
Harvard University Press, 1938. Pp. xxii+459. $5.00. 


For a careful, detailed, and well-organized study of the commercial 
paper house and commercial paper business, Dr. Greef’s book deserves 
high praise. The study is divided into three sections. About half of the 
volume is a historical presentation of the commercial paper or note 
brokerage business in the United States. This part is an especially in- 
teresting history of a business which has flourished but whose best days 
seem to have passed. Changes in our banking and financial practices 
have tended to relegate this business to a position of lesser importance 
in the money market. 

Dr. Greef has presented detailed information as to the classes of 
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paper bought and sold in the open market, the firms or houses issuing 
commercial paper, and the variety and kind of buyers, as well as the 
methods used in the grading, selecting, and purchase of commercial 
paper instruments. A field survey of all the important firms and offices 
engaged in this business in New England and New York seems to have 
been the basis of Dr. Greef’s organized presentation of current practice 
and information. 

In the third and final section the place of the commercial paper 
house in our financial system and of commercial paper in our money 
market is outlined and appraised. For example, on pages 368-69, the 
author points out the divisions in the funds market. He says: “The 
funds market may be divided into the long-term market and the short- 
term market, and the latter into the customers’ loan market and the 
open market.”’ The short-term market, he says, may be divided into a 
number of smaller markets. Among these are United States Treasury 
obligations, New York Stock Exchange call and time loans on security 
collateral, bankers’ acceptances, and commercial paper—commercial 
paper being only one of five principal divisions in the short-term 
market. 

Anyone interested in the history or working of the commercial paper 
house and the use of commercial paper instruments will find no better 
source than Dr. Greef’s book. In his appraisal he presents the ad- 
vantages and disadvantages of the use of the open market and com- 
mercial paper versus other markets for funds. The author finds that 
among the principal reasons for the development of this type of 
financing in the United States have been the large number of small 
banks and the greater flexibility in financing with commercial paper. 
It is also interesting to note that the banks provide the best market for 
commercial paper and perhaps the larger part of the market. The 
commercial paper market has made short-term loanable funds more 
mobile and provided a greater utilization of the productive resources 
of the country than would have resulted from the functioning of the 
independent-unit banking system alone. 

Dr. Greef finds that “the advantages of the open market system of 
financing are offset by no disadvantages of any consequence from the 
point of view of dealers’ borrowing customers or from the social point 
of view.” From the standpoint of the commercial banks the most im- 
portant disadvantage is that the dealers enter into competition with 
the banks. The rates also on high-grade commercial paper are lower 
than over-the-counter bank-loan rates would ordinarily be, but the 
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author finds this not important and doubts whether over the longer 
period of time competition forces the rates any lower than they would 
be for the best loans without the commercial paper market. 

In view of the many advantages and almost complete absence of 
disadvantages of the commercial paper market presented by the 
author, it would be interesting to discover why commercial paper 
houses and the commercial paper business have declined steadily since 
the inauguration of the Federal Reserve System. Frequently this busi- 
ness is spoken of as a passing business. Dr. Greef’s study shows clearly 
that the prosperity of the commercial paper business dates back to 
earlier periods when the banking system was less satisfactory for both 
borrowers and lenders. 

The Bibliography is excellent. As a research project Dr. Greef has 
presented a very worth-while contribution as the result of his field in- 
vestigation as well as his historica] presentation of this elusive division 
of the money market. 

IvAN WRIGHT 
University of Illinois 


Principii di scienza economica, Vol. I. By Riccarpo Bacur. Turin: 

Giulio Einaudi, 1937. Pp. xix+522. L. 50. 

This is the first volume of a treatise on the principles of economic 
science which deals with the general theory of economic activity, 
prices, production, and the institutional framework of modern eco- 
nomic society, including, like all present Italian textbooks, a special 
part on “corporative economics.”” A second volume on interregional 
and international trade, money and credit, and crises is announced. 
The book consists of three sections with the titles “Individual Eco- 
nomics,” “Social Economics,” and “‘Corporative Economics.” 

The section on “Individual Economics” presents the general theory 
of economic activity of an isolated individual. It covers the theory of 
wants, utility, cost, and saving. The theory follows closely Marshallian 
lines, making use of diagrammatic exposition. The theory of cost is 
presented exclusively in terms of the disutility of labor. Although the 
allocation of labor to various productions is discussed, the concept of 
alternative cost does not appear. The theory of saving is presented by 
means of very simple and ingenious diagrams. The second section on 
“Social Economics” covers the theory of the pricing process. The ap- 
proach is a very happy blend of the Marshallian, the Austrian, and the 
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Walras-Paretian tradition. It starts with the discussion of demand- 
and-supply schedules on Marshallian lines, then following the Austrian 
tradition discusses price formation under isolated exchange, under 
monopoly, and under competition. Finally, it discusses the formation 
of the demand-and-supply schedules in terms of the tradition of the 
Lausanne school, taking, however, full account of the marginal produc- 
tivity theory and of the Marshallian and post-Marshallian develop- 
ments in cost theory. The exposition is, however, far from being eclec- 
tic. The three different traditions of modern economic theory are thor- 
oughly assimilated and the exposition presents a logical synthesis. The 
theory of distribution is based on the principle of marginal productiv- 
ity. Interest is explained on Fisherian lines. The author, however, 
points out that the individual’s supply of saving is inelastic with re- 
spect to the rate of interest and that an elastic supply curve of saving 
appears only in open markets as a result of interregional movements of 
funds. Profit is connected with economic change and uncertainty. Spe- 
cial chapters are devoted to trade unions and to combinations in pro- 
duction and trade. The growth of such combinations has led to a re- 
placement of free competition by what Professor Bachi calls regime di 
coalizione, which is a system of limited and restricted monopolies. 

With his treatment of the growth of the “regime of combinations” 
as background, Professor Bachi presents the third section on “Corpora- 
tive Economics,’”’ which is devoted to a description of “the essential 
characteristics, the purposes and the organisation of the Italian Cor- 
porative State.” The section starts with a discussion of general eco- 
nomic equilibrium, which serves as a background for the discussion of 
corporative economics. There follows a discussion of the national 
dividend and of national welfare. Particular attention is given to the 
obstacles preventing the attainment of the maximum national welfare 
(pp. 371-76). Such obstacles are found to consist in imperfection of 
competition, in the frequency of nonrational behavior, in all kinds of 
rigidities, and in the “regime of combinations” with its monopolistic 
consequences and political pressures. The removal of these obstacles, 
particularly the last one, is the object of the action of the state. The 
corporations are the organs for such action. This view is supported by 
the following words quoted from Mussolini (p. 376): 

The law of demand and supply is not a dogma any more, because through 
cartels and trusts the capitalist economy, combined and trustified, turns 
towards the State. What does it want? Protection by tariffs 
does the capitalist enterprise cease to be an economic fact? When its dimen- 
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sions lead it towards being a social fact. This is the exact moment when the 
capitalist enterprise, finding itself in difficulty, throws itself into the arms of 
the State. This is the moment when State intervention arises and becomes 
increasingly necessary. 
On this basis the aims of the corporative system are discussed. 
Professor Bachi’s description makes the Fascist corporative economy 
appear as an exceedingly liberal institution. Accepting private initia- 
tive as a basis, it endeavors to correct wherever private initiative comes 
into conflict with the national interest. The corrections consist in di- 
minishing the rigidities and increasing the degree of competition in the 
economic system, in promoting industrial efficiency either through 
promoting technical progress or through promoting external economies 
of which private firms can take advantage, in diminishing business 
risks and the inequality in the distribution of incomes, and, finally, in 
the appearance of the state as an “entrepreneur for innovations”’ di- 
rectly fostering economic progress (pp. 440-45). Another important 
function of the state is arbitration on the labor market where other- 
wise conditions of bilateral monopoly would obtain (pp. 418-21). Ac- 
cording to this description Professor Pigou might be called an advocate 
of a corporative economy and, indeed, it is in the chapter on corpora- 
tive economics that he is most frequently quoted. About the role of the 
corporative system in preparing the country for autarchy and war the 
reader is scarcely informed (though the Ethiopian war is mentioned 
briefly on pp. 437 and 439), nor is he informed about the utilization of 
the corporative system as a means of political domination of the whole 
economic and social life of the country by a single political party, or 
rather, by its ruling clique.’ There is only a brief reference to the sub- 
ordination of economic interests to the political interests of the nation 
(p. 438), which is conceived, according to the Carta di lavoro, as a super- 
individual organism (p. 365). What the concept of the interest of such 
superindividual entity may mean, except the interests of the group in 
power distinct from those of the majority of the individuals constitut- 
ing the nation, the author fails to explain. But on the whole Professor 
Bachi’s picture of the aims of the corporative system is far from raising 
questions of political power, war preparation, etc. It is, indeed, an 
idyllic picture in terms of good old Pigouvian welfare economics. This 
liberal interpretation of Fascist economics is also maintained in the 
treatment of Italian trade-union legislation. Professor Bachi takes 


*Cf. on this subject William G. Welk, Fascist Economic Policy (Cambridge, 
Mass., 1938), pp. 152-53, 249-50. 
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great care to point out that the Carta di lavoro maintains the principle 
of trade-union liberty. Although the Fascist unions are endowed with 
the monopoly of collective bargaining, other trade unions are free to 
exist (p. 400). The reader will look in vain for information as to wheth- 
er other unions actually do exist and whether socialists or anarchists 
take full advantage of this legal provision to organize their unions. 
The book is written with admirable lucidity and simplicity of style. 
The exposition is illustrated by very skilfully chosen diagrams and, 
where necessary, by some simple mathematical symbols. The first two 
sections provide the student with an excellent introduction to the prin- 
ciples of economic theory. The last section provides the reader with 
little information on the actual role of the corporative system and 
seems to reflect rather the wishful thinking of the author. 
OsKAR LANGE 
University of Chicago 


Economics: A General Textbook for Students. By FREDERIC BENHAM. 
New York: Pitman Publishing Corp., 1938. Pp. xv+488. $3.00. 
The author of this new textbook offers a treatment of almost all the 

principal theoretical issues arising in economics, starting from the basic 

individual behavior and finishing with the complexities of international 


trade and finance. Mr. Benham is a reader in the University of Lon- 
don and has made a name for himself by a series of publications, nota- 
bly in the field of money and international trade; moreover, he is known 
to be a very highly gifted teacher with the facilities of clear exposition. 
His new work shows a very even treatment of all the principal ques- 
tions; it is divided into five books dealing successively with demand, 
production, the working of the price system under capitalism, money 
and banking, and, finally, international trade. The first three books 
take up some 336 pages out of a total of 480 and constitute in them- 
selves a well-rounded treatise on economic theory in the narrower 
sense. 

Special mention should be made of the full treatment of production 
which contains an excellent synthesis of the many results which were 
obtained from the discussions carried on during the last twenty years 
in many periodicals. The exposition of the theory of value and demand 
is also satisfactory, considering this to be an introductory text. Indeed, 
Mr. Benham has even succeeded in giving a simple and lucid state- 
ment of the concept and use of the theory of indifference curves, which 
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enables the reader to obtain a good idea of this method of value-analy- 
sis now much in favor among some of the most advanced treatments of 
this field. While considerable attention is paid to the explanation of 
the principal sources of income—such as wages, rent, and interest— 
and to the theory of marginal productivity which is developed as far 
as possible without becoming too technical, I should venture to say 
that no notable attempt is made toward a broadening of the whole 
theory of income. But this is a controversial field as the reviewer is 
well aware and it may be better not to carry such unsettled issues too 
far in an elementary textbook. It seems to me to be one of the most ap- 
pealing features of the book that the reader is told several times that 
economic analysis has not been evenly successful when tackling its 
various problems. It is no doubt one of the sources of the intolerable 
dulness of most textbooks that they present everything as in wonder- 
fully good order, while even the beginner readily discovers the weak 
spots. It would seem good pedagogy to go even farther than Mr. Ben- 
ham did, because such a procedure is not only more scientific but might 
at the same time contribute to awakening intellectual curiosity, while 
also inducing more modesty in the minds of those who are too ready to 
pass half-baked opinions as definite findings. The balance between the 
various parts of the book has already been mentioned, but this fact 
needs to be stated again in respect to the treatment of competition and 
monopoly. Some new and otherwise excellent books seem to over- 
stress the exposition of monopolistic competition, while here this sub- 
ject is again pushed somewhat more nearly into its proper place. This 
may contribute toward making students realize that there are also 
other subjects in economics at least as important. One of the principal 
aims of teaching theory should be to avoid barren specialization at too 
early a stage. 

In concluding, I should say that, although some topics such as risk 
and profit do not seem to be covered as extensively as might be de- 
sirable, the book undoubtedly ranks among the very best available 
today. It is written in a lucid manner, its style is lively, and it recom- 
mends itself to earnest consideration either by those who want to 
teach or by those who desire to instruct themselves in a difficult but 
important field without further aid. 

OsKAR MORGENSTERN 
Princeton University 
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Consumption in Our Society. By EL1zaABETH Extis Hoyt. New York: 

McGraw-Hill Book Co., Inc., 1938. Pp. ix+420. $3.00. 

This book is written and set up in such fashion with questions and 
readings that it may be used as a text in courses designed to cover the 
whole field of consumption at the undergraduate level. It is not, how- 
ever, one of the texts made up of material collected from here and there 
by the author which, although formally organized and re-written, has 
no essential unity or underlying pattern and is so repellent in style that 
no one would read it except students registered for the course. In- 
stead, here is a clearly shown concept of the scope of this field of study 
and a thoughtful, able, and, in certain sections, highly original discus- 
sion of the issues involved. 

Miss Hoyt has divided her book into four parts: “Consumption 
and Choice,” “Consumption and the Exchange System,” “Consump- 
tion and Its Measurement,” and “Maximizing of Satisfactions.” Part 
II is the longest, with fourteen of the thirty-two chapters. Here are 
discussed such matters as advertising, the consumer’s protection in the 
market, consumers’ credit, consumers’ co-operatives, and monopoly, 
tariff, and taxation policies as consumers’ problems. In Part III on 
“Measurement” the problems and results of studies of total national 
outlays for consumers’ goods, of scales and standards of living, and of 
price and income elasticity of demand are discussed. 

Miss Hoyt says that “consumption” may be considered the study 
either of choice or of use. But in spite of a decision to consider it a 
study of use, it is choice and choice-making with which she concerns 
herself in Parts I and IV, necessarily so it seems to the reviewer, if she 
was to discuss anything of significance. Those familiar with Miss 
Hoyt’s earlier books will find here a restatement and clarification of 
her earlier thesis that consumption choices are the expression of basic 
cultural interests of which there are six types, each great culture being 
dominated by one of them. The background fields to which Miss Hoyt 
therefore would have the student go for understanding of consumption 
choices are cultural anthropology and the study of comparative stand- 
ards of living. She sees specific culture traits and complexes and the con- 
crete forms in which the basic interests are expressed arising and de- 
veloping according to a universal principle which she calls the law of 
least effort 

The reviewer regards this book as superior for its purpose and of 
great value to stimulate, correct, and guide thinking in this field. Yet 
it must be confessed that first knowledge of its contents*brought dis- 
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appointment. It had long been understood that Miss Hoyt had an- 
other book in preparation and that it would embody the results of her 
observations in the Orient and in western Europe, and it was expected 
that the new book would be devoted entirely to the choice-making 
process, a development and expansion with relevant material of the 
ideas suggested in her “Consumption of Wealth.” Others are now 
doing good work on the problems of measurement and of the consumer 
in the market, but there are few seemingly interested in or capable of 
attacking the more difficult and more fundamental problems. The re- 
viewer wants then another book from Miss Hoyt dealing only with the 
interpretation of consumption choices. In that book she also wants a 
considered statement concerning the relation of the field of consump- 
tion to the field known as economics. In her Preface Miss Hoyt asks 
“To what extent can economics guide us in making such choices [con- 
sumption choices] and adapting our scarce resources to our ends?” 
Her book, she says, is a partial answer to the question, but the reviewer 
would prefer a direct answer, as well as a definite statement as to 
which, if any, of the problems treated are in truth economic problems. 
Hazet Kyrx 
University of Chicago 


Merchandise Testing as a Guide to Consumer Buying. By MABEL 
Taytor Grace in collaboration with Nem H. Borpen. (“Business 
Research Studies,”’ No. 22.) Boston: Bureau of Business Research, 
Graduate School of Business Administration, Harvard University, 
1938. Pp. v+84. $1.00. 

This study is a detailed analysis of the practical and technical prob- 
lems involved in providing consumers with accurate, useful, and under- 
standable information about the specific goods offered in the market. 
It is a segment of a broader investigation being carried on by the 
Harvard Bureau of Business Research in the economics of advertising. 
There was a decided need for such a publication—a step-by-step analy- 
sis of the process of establishing standards of identity and quality and 
of informative labeling and advertising with the difficulties and prob- 
lems encountered at each step. It is to be hoped that even more inten- 
sive studies will follow, dealing with specific types or classes of con- 
sumers’ goods. 

Although this is an excellent presentation of the practical and tech- 
nical problems that arise in standard-setting and application, it should 
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be noted that the emphasis throughout is on the “many and grave 
difficulties” —it is on the impossibilities rather than on the possibilities. 
In the general discussion the problem is usually stated in its most diffi- 
cult form, that of “evaluating” goods, determining what is “best.” 
Programs to aid in consumer buying can be reduced to absurdity by 
suggesting that they are proposals to determine what products are best 
for everyone for all purposes. But such a characterization would be 
grossly inaccurate. 

The authors offer a severely limited set of objectives for a program 
for consumer aid. One of the seven items is improvement in business 
management and growth of pride in business integrity. They would by 
law attempt to protect consumers only against bodily injury and fraud. 
False statements would not be prohibited, presumably, unless also 


fraudulent. 
HazeEL Kyrx 


University of Chicago 


Cases on Public Utility Regulation. By Inston R. BARNES. New York: 
F. S. Crofts & Co., 1938. Pp. xx-+984. $5.00. 


This book fills the need of teachers for a compact compilation of the 
more important case material emanating from our courts and adminis- 


trative agencies. The quickening tempo of regulatory activities, par- 
ticularly in the federal field, has necessitated the more significant de- 
cisions to be made readily available to those who would keep abreast of 
the multiform recent developments. 

The volume contains 162 cases divided between United States 
Supreme Court, federal court, state court, and commission cases, with 
some use of statutes and other materials. Introductory comments to 
co-ordinate the case material and questions “to guide the student’s 
analysis” accompany each chapter. 

It is suggested for use in college courses in economics, although it 
should be valuable to law students and to others interested in various 
aspects of the regulatory problem. The compendium itself is excellent- 
ly edited. The concise factual statements supplied in each case should 
be welcomed by students who find the process of delving into prolix 
statements of fact in unabridged court reports an onerous one. Refer- 
ences are supplied at the end of each chapter, while a considerable 
amount of important material in the field is brought together in the 
Bibliography. 
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One of its most outstanding merits is the generous sprinkling of dis- 
senting opinions which it contains, many of them classic in the litera- 
ture of public utility law. The extent to which dissents have been 
utilized is illustrated by the inclusion of Justice Black’s vigorous enun- 
ciation of the somewhat revolutionary constitutional doctrine that the 
due process clause of the Fourteenth Amendment does not apply to 
corporations. Yet the use of famous minority opinions for a course de- 
signed chiefly for students in economics is to be commended, since 
many such opinions on public utility questions, in the view of a num- 
ber of economists, represent the law as it ought to be. Moreover, one 
can trace their molding influence upon the evolutionary course of the 
law itself. 

The use of the case method alone, unguided by adequate instruction- 
al interpretations, is, however, not without its limitations. As a meth- 
od it neither lends itself to the development of an effective organon for 
the shaping of regulatory policies, nor serves unaided as an inspiration 
for students interested in exploring questions of the proper direction 
and aims of regulation. Cases decided chiefly through judicial applica- 
tion of the rule of stare decisis are obviously unsuited to enlighten stu- 
dents, who are all too likely to be awed by the pronouncements of such 
an august tribunal, or to aid them in grappling with the many dis- 
tinctly modern problems which press for solution. 

The most serious limitation of the case method lies in the neglect by 
the courts themselves of advances in our economic knowledge. The 
disastrous consequences of attempting to guide the analysis of stu- 
dents by the archaic economics of certain of the justices responsible for 
opinions in the decade between the decisions in the Wolff Packing Co. 
case and the Nebbia case can scarcely be mitigated by the few pages of 
comment and interpretation which the volume affords. The persistence 
on the part of the majority of the Supreme Court during that period in 
attempting to divide our economic society into two sharply defined 
categories, the one competitive and the other monopolistic, is simply 
a reflection on their adherence to an inadequate system of economics 
and on their refusal to face the realities imposed by our newer knowl- 
edge based upon the literature of imperfect competition. 

Is it strange, then, that the views of Lord Hale as expressed in the 
phrase “‘business affected with a public interest” served in the opinion 
of a majority of the justices to demarcate a distinctly narrow zone of al- 
lowable social control? Can it be doubted that judicial reverence for 
this concept of the common law served to hamper the alleviation of 
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recognized evils in cases like that of Tyson v. Banton or Ribnik v. 
McBride? Situations such as these would seem to have reflected mal- 
adjustments in our economic system which an ascendant police power 
ought to have been eminently capable of suppressing. It seems to 
the reviewer that this basic governmental power has been shackled by 
the use of a phrase which, as Justice Brandeis has reminded us, is based 
upon “historical error.” 

In spite of the limitations imposed by the nature of the materials 
themselves for the forging of an adequate instrument for guidance in 
the solution of the complex problems which must be faced in a course 
in public utility economics, this splendidly arranged volume of up-to- 
date cases serves a most useful purpose in making readily available the 


important legal material in the field. 
Joun L. TIERNEY 


University of Wisconsin 


Wages. By Maurice Doss. (“Cambridge Economic Handbooks,” 
Vol. VI.) New ed. London: Nisbet & Co., Ltd., 1938. Pp. x+-205. 


55. 
This is a new edition, re-written and reset, of a book first published 
in 1927. The book is one of the volumes of the “Cambridge Economic 


Handbooks” and as such it has a Preface written for the whole series 
by Mr. Keynes. Mr. Dobb’s book is an elementary and systematic in- 
troduction into the study of wages. It starts with an institutional de- 
scription of the wage system and its rise, proceeds to analyze the rela- 
tion of wages to the standard of living, and gives an account of the dif- 
ferent methods of payment of wages, such as piece rates, bonus sys- 
tems, subcontracting, the truck system, and profit sharing. This de- 
scriptive part is followed by a discussion of wage theories. At this oc- 
casion a short survey of the development of wage theory from the clas- 
sical economists to Marshall is given. A special chapter is devoted to 
the problem of bargaining power as a determinant of wages. The 
treatment of wage theory ends with an analysis of wage differences. 
The last two chapters of the book are devoted to wage policy, namely, 
to trade unionism and to minimum wages. 

The most attractive feature of the book is, besides the brilliancy and 
clarity of exposition, the way in which theoretical and institutional 
analysis are constantly interwoven. The ability to combine both syn- 
thetically is, in the opinion of the reviewer, the highest mark of quality 
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the work of an economist can reach—a mark reached in many parts of 
Mr. Dobb’s book. The empirical material underlying the institutional 
analysis refers largely to the British background. The historical parts 
of the book, giving always a bird’s-eye view rather than indulging in de- 
tails, are very plastic. They include a description of the rise of the wage 
system, a brief history of wage theories from the classical economists up 
to Marshall, and a brief history of British trade unionism. The history 
of the conflict of the “old” craft unionism and the “new” industrial 
unionism in Great Britain and of its outcome is highly instructive for 
the American reader. Very interesting also is the description of the 
British machinery of collective bargaining and of fixing minimum 
wages. 

Mr. Dobb gives an interesting justification of the Ricardian theory 
of wages by maintaining that at the time it was put forward the elas- 
ticity of supply of labor was, indeed, infinite. But this was not the re- 
sult of the Malthusian law of population, but “rather because of the 
continual inflow of new labour from the country-side to seek employ- 
ment in the towns, as the result of village poverty, enclosures, agricul- 
tural changes and destruction of handicraft” (p. 96). Mr. Dobb’s own 
theory of wages runs in terms of the Marshallian tradition, with special 
emphasis, however, on the dependence of the supply schedules of labor 
and of capital on institutional circumstances. Thus a change in wages 
may produce as a long-run effect such shift of these schedules as to pro- 
vide an ex post facto economic justification of the change; or, in other 
words, wages do not merely adapt themselves passively to the equilibri- 
um conditions; on the contrary, within certain limits, the equilibrium 
conditions adapt themselves to the institutionally set wages. This pro- 
vides room for the exercise of bargaining power on the labor market and 
for legislation concerning wages. The argument is reinforced by the 
theory of imperfect competition. Unfortunately, Mr. Dobb does not 
go in this direction as far as the present state of economic theory would 
permit him to do. He discusses only the influence of monopsony on 
wages (pp. 133-36) but omits to take into account the influence of 
monopoly in production or trade on the demand for labor. Though less 
conspicuous, such influence is not less important than that of monop- 
sony. Another important omission is the lack of almost any discussion 
of the connection between wages and monetary phenomena which has 
been recently elaborated by Mr. Dobb’s colleagues in Cambridge; the 
brief treatment on page 139 is far too primitive and inadequate. In 
quite a number of places more explicit reference to the theory of im- 
perfect competition and to the theory of employment, both largely 
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Cambridge products, would have improved the treatment. The tend- 
ency of trade unionism to diminish the degree of monopsony and thus 
to increase employment should have been brought out, so also should 
have been the effects of wages on the price level. 

Mr. Dobb’s book cannot and is not intended to replace a study of 
the standard literature of modern wage theory, such as the works of 
Dr. Hicks, of Mrs. Robinson (on imperfect competition), and of Mr. 
Keynes (on wages and the price level), or a more detailed study of the 
institutional framework of the labor market. Its sole intent is to serve 
as an introduction to such studies. This purpose it serves excellent- 
ly, both as a source of information and as an example to the student of 
how bold theoretical generalization can be combined with the spirit of 


historical and institutional realism. 
OskKaR LANGE 


University of Chicago 


The Industrial Worker: A Statistical Study of Human Relations in a 
Group of Manual Workers. By T. N. WuiteHEAD. Cambridge: 
Harvard University Press, 1938. Vol. I: Pp. xiv-+ 265; Vol. II: Pp. 
viii+172. $5.00 for set. 

This is a report, more thorough than previous ones, on the well- 
known Western Electric study of a small working group. The group 
consisted of five women engaged in assembling small electrical relays 
over a period of five years (beginning in 1927). Detailed output records 
together with contemporary descriptive notes concerning the workers 
constitute the material for the present report. The author has carried 
through an immense amount of careful quantitative analysis of the 
output data—at times by novel and ingenious methods. The statistical 
materials are assembled separately in Volume II of the present pub- 
lication—an arrangement which admirably facilitates reference to the 
figures and graphs while one follows the text in Volume I. 

From the complicated mass of evidence the author reports a number 
of more or less definite findings. Output rates are found to show either 
very slight correlation or none at all with such objective factors as 
moderate changes in weekly and daily hours of work (range from 30 
to 48 hours a week), number and arrangement of rest pauses, value of 
the weekly pay check dependent upon the foregoing, hours of sleep, 
menstrual periods, change of season, days of the week (a slight Mon- 
day slump is shown), hours of the day (except for a low first half-hour), 
temperature and humidity, etc. 

As the study progressed it became increasingly evident to the in- 
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vestigators that the social relations and motivations of the workers 
constituted the influences of dominant importance. They concluded 
that attitudes and output reflect the changing social situation as inter- 
preted by the workers—their feeling of the group’s relations to manage- 
ment, its social significance as a group, and at the same time the 
operators’ feelings of satisfaction or dissatisfaction over their inter- 
personal contacts within the group. “Almost always,” it is held, “the 
social significance of a change in physical conditions far outweighed 
the importance of its immediate suitability as a working environ- 

ment” (p. 241). 

Professor Whitehead suggests that this dominance of social effects 
illustrates two basic propositions: 

1. Within certain limits, a Test Room operator reacted to her understanding 
of her situation as a whole, rather than to discrete portions of this situa- 
tion. 

. Within limits, the operator’s understanding of her situation was con- 
ceived by her in terms of her human relationships, including in this re- 
lations to formed groups and to the wider society as she knew it 
The operators so adjusted themselves to their situations . . . . as to maxi- 
mize (in their own thinking) the satisfactions of their human relation- 
ships” [p. 242]. 

In addition to such highly generalized conclusions, the author pre- 
sents many specific items of evidence concerning particular social 
changes and the accompanying shifts in attitudes and output during 
time spans of different duration. Probably the most distinctive and 
convincing of these analyses pertain to the marked and varying rela- 
tions of output between pairs of operators and the effects on these 
output relations of changes in social relations and seating arrange- 
ments within the group. 

With all the valuable descriptive detail, however, and all the pains- 
taking quantitative analysis, the book falls short of its pretensions. 
The basic data simply are not adequate, it seems to me, to support the 
structure which Professor Whitehead erects upon them. The structure 
may be a good one; in the main I believe it is. But the material of 
the book illustrates rather than supports the general conclusions. This 
is true primarily because of the absence of controls and of comparisons 
with other groups and conditions. Emphasis on “total situations” and 
“mutual dependence”’ of factors does not free the scientist from the 
necessity of controlled experimentation. Explanations of given results 
remain without support unless these results can be compared with 
other results occurring under conditions different in known respects. 
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For example, Professor Whitehead explains the persistence of high 
output over certain periods as due to the occurrence of a sufficient 
variety of conditions from time to time, this variety being allegedly 
necessary. But this interpretation is neither supported nor denied by 
any evidence from the “test room.” To justify the contention, control 
observations are essential—comparisons of what happens when the 
given conditions are varied less and when they are varied more, in 
order to ascertain in fact whether a “variety of such patterns is re- 
quired to maintain the activity [i.e., the high working rate] over a 
stretch of time”’ (p. 93). 

The more general interpretation may be cited, too, which attaches 
primary significance to the social implications of changes in work con- 
ditions. The question is not whether the view is acceptable but how 
far evidence is adduced which scientifically supports the belief. How 
fully are alternative explanations eliminated, such, for example, as ac- 
counting for increased output by reference to opportunities for higher 
earnings, gradual elimination of fears which lead to restriction of out- 
put, etc.? Or, taking another conclusion, what data justify the asser- 
tion that “every change was liked or disliked according as the girls 
supposed it would heighten or depress the life of the group” (p. 257)? 
(Italics are mine.) The facts offered refer to dislike of loss of rest 
periods, changing seats, loss of interest by higher executives, being 
laid off. Surely motivations alternative to the group-preservation view 
can be plausibly suggested as explanatory. 

Many examples like these might be cited. In my opinion they illus- 
trate the weakness of the somewhat renowned test-room study. The 
investigation supplied interesting descriptions of what happened to 
output over a prolonged period. Evidence concerning the influences 
accounting for the performance, however, is scant and inconclusive. 
Hence, only suggestive, more or less plausible interpretations are war- 
ranted. Professor Whitehead, as well as previous enthusiastic writers 
on the “experiment,” gives explanations unfortunately neither tenta- 
tive nor with warning of the inconclusiveness of the evidence and of 
the possible alternative interpretations. 

No consideration is given to previous studies bearing on the points 
discussed, even where, as on rest periods, temperature, etc., a very 
respectable body of scientific literature exists, much of it in conflict 
with indications of the present study. 

ARTHUR W. KoRNHAUSER 
University of Chicago 
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The Management of Labor Relations. By Gorpon S. Watkins and 
Paut A. Dopp. New York: McGraw-Hill Book Co., Inc., 1938. 
Pp. xviii+780. $4.00. 

There is no dearth of literature in the field of industrial relations. 
Its various phases lend themselves to voluminous and, ofttimes, wordy 
treatment. Yet this new book is to be welcomed because of its com- 
pleteness and the good judgment used in the selection of material. It is 
especially valuable because references to other sources are given 
throughout each chapter. 

The contents are presented in six main sections. The first covers the 
nature and development of labor relations and personnel management; 
the second, the psychological aspects of labor relations; the third, the 
technique of selection and placement; the fourth, the maintenance of 
personnel; the fifth, civil service personnel; and the sixth, joint rela- 
tions and collective bargaining. 

Quite naturally, any book that is so long (780 pp.) will not seem to 
the reader to be uniformly good throughout. To this reader such chap- 
ters as those dealing with selection, promotion, dismissal, and labor 
turnover are excellent. Those on employee representation and collec- 
tive bargaining are also well treated. In the chapter on job analysis, 
however, the writers seem to have confused the personnel activities of 
making job descriptions and evaluating the relative difficulty of jobs 
with the functions of the time-study department in standardizing 
operations and establishing task times. For practical reasons these two 
functions will need, in most companies, to be performed separately. 
Nor is the chapter on financial incentives a good one. The authors 
make the familiar mistake of stressing a host of so-called incentive 
plans, many of which, like the Merrick Multiple Piece-Rate Plan, are 
not used in practice. Moreover, the treatment of these plans is not 
always accurate. For example, on page 371, there appears a chart 
which confuses the Rowan premium per job with the total earnings of 
an employee for a given interval of time. 

But in any book as comprehensive as this one readers and captious 
critics may be expected to quarrel with chapters dealing with their 
“pet” subjects. Taken as a whole, the work is to be commended as a 
most useful addition to personnel literature. 

C. CANBY BALDERSTON 
University of Pennsylvania 
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